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CORRECTIONS 


Two omissions from printer’s copy of “A Proposal for Dual Pricing of 
Intra-Company Transfers” by Allan R. Drebin (N.A.A. Bulletin, February 
1959, page 54, first full paragraph) affect the intended meaning. The first 
two sentences of this paragraph, as corrected, should read (words which 
were omitted are italicized) : 

“Sales minus is a fourth procedure for pricing transfers. Its logical 
basis is that a method under which the price of an intermediate product 
is set at the price of the final product, less costs of completion and normal 
profit to subsequent divisions will cause the selling division to sell to the 
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Through inadvertence, pages 91 and 92 of the February issue of the 
N.A.A. Bulletin consisted substantially of initial paragraphs of Chapter 
XVII, “Budgets,” of Standard Costs for Manufacturing by Stanley B. Hen- 
rici, Second Edition, 1953, McGraw-Hill Book Co. We take pleasure in 
attributing this material correctly. 
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Standard Costs in Financial Statements — 
Theory and Practice 


by STEPHEN A. ZEFF 


Gare costs were first used intensively in American industry shortly after 

the first world war when the absence of government-supported demand pre- 
cipitated a slump in business activity. In order to survive, businesses had to 
tighten their cost belts. A more rigorous attention to costs was axiomatic. At 
about the same time, in 1919, a group of some 100 engineers and accountants 
founded the National Association of Cost Accountants. The N. A. C. A. (now 
N. A. A.) provided the needed forum for the discussion of cost matters. Thus, 
both standard costs and the N. A. A. became important to American industry at 
the same time. It is also true that the subject of standard costs has been one 
of the most frequently-debated issues in publications and annual meetings of 
the association. Much has been written in the Bulletin and other publications 
about the control value of standard costs. 

Most writers on the subject of standard costs for control purposes assume 
without apparent question that standard costs are proper raw materials for book- 
keeping entries and, more importantly, financial statements. A casual reader in 
this area would likely infer from the seeming unanimity among cost accounting 
writers that it is generally agreed among financial accountants as well that this 
is proper practice. This inference will inevitably lead the reader to draw a more 
fundamental conclusion: that standard costs are proper costs for the valuation 
of assets' and, conjointly, the determination of net income. . 

Are these sound inferences? If they are not, may the use of standard costs 
in the books and financial statements? nevertheless be justified? These two lines 





1 This paper restricts the scope of discussion to inventories, which is the asset category 
most affected by the booking of standard costs. Another category would be fixed assets 
manufactured by the user. 

2 As will be pointed out later, the real problem consists of the recognition of standsrd 
costs in financial statements, The mere booking is not important, for period-end — 
entries can erase the effects of during-the-year book entries. Hereinafter, “booking” will 
also imply recognition in the financial statements. 





. J 
STEPHEN A. ZEFF, Ann Arbor Chapter, (Denver 1956), is a Teaching Fellow at the Uni- 
versity of Michigan, where he is working toward his Ph.D. degree. He received an M.S. 
degree from the University of Colorado. 
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of inquiry deserve critical investigation. It is, therefore, the purpose of this 4 
paper to enlarge upon these problems in order that the use of standard costs in 
the financial statements may be accepted or rejected. 

In order to answer the first question—the soundness of the two inferences— 
attention will be centered primarily on the theoretical plane of argument. 
Consideration of practical and expedient lines of argument will also be intro- 
duced. This is not to say that practical matters are of no importance; it is in- 
tended only to isolate as well as possible, and so study, the theoretical aspects. 
The second question, on the other hand, will involve only a discussion of prac- 


tical matters. 


Theoretical Side — Some Contrasting Views 








An important goal of cost accounting is cost control. The chief aim of finan- 
cial accounting is income determination. In themselves, these goals do not con- 
flict. Both goals imply the use of one common tool: cost bookkeeping. To the 
financial accountant, cost bookkeeping is one phase of the record-keeping 
process which ultimately leads to the preparation of financial statements. To 
the cost accountant, cost bookkeeping may consist of the formalization of in- 
formation which is useful for cost control. An essential requisite of effective 
cost control is some norm against which management can measure the results of 
actual operations. The norm is identified as a standard or, more appropriately, 
a standard cost. Variances between standard costs and actual costs are analyzed 
as to cause use in order that future operations might approach or meet the 
standards. Cost accountants have learned, moreover, that at least two advan- 
tages may be realized by using standard costs in cost bookkeeping: 

1. Bookkeeping costs can be reduced—Since the “life” of a standard 
cost is much longer than that of an actual cost (the latter is different 
for each job or process run), entries can be made without con- 
stantly re-computing costs. 

2. Executives will take standard costs and variances more seriously— 


If cost control is to have any teeth, executives must give full sup- 
port to the reduction of variances between standard costs and 











8 “The term ‘standard cost’ is a grievous misnomer. Whatever may be the true 
ter of the things called by that name, they are certainly not ‘costs’.” John B. Canning, 
Economi of Accountancy, Ronald Press, 1929. p. 271, n. 8. A standard cost is certainly 1 
an economic cost. For the sake of convenience, however, it will be referred to as “stal 
ard cost” in this paper. See also Cyril F. Gamber, “The Relationship Between 
and Actual Costs,” N. A. C. A. Bulletin, April 1, 1946, p. 674. * 


; 
6 N.A.A. BUL 









~ 












“~ 


cia 


& 3 


on 


of | 
upo 


I 
desi 


of t 


















P29. 


° 


BERSEe ser oe FPP 


3 Ebass 





actual costs. It has been found that executives will be more respon- 
sive to cost reduction if the standard costs, and thus the variances, 
are entered in the accounts.‘ 

(To be sure, cost accountants have also presented arguments of philosophical 

as well as practical value as to why standard costs should be booked. These 

arguments are more profitably revealed at a later stage in the discussion.) 

Changes in bookkeeping procedures necessarily attract the attention of finan- 
cial accountants, for the bookkeeping entries are the starting points along the 
road toward the preparation of financial statements. Because Advantage 2 
above, implies that the standard costs should be carried into the statements, the 
financial accountant is inescapably involved in the standard cost problem: in the 
books or not? If all the cost accountant wished were bookkeeping entries based 
on standard costs without their recognition in the statements, the financial ac- 
countant could employ the expedient of adjusting entries to rid the accounts 
of the extraneous (standard cost) data. But here cost accounting has intruded 
upon financial accounting, and one side must give in. There is no compromise 
on principles. 

In order to understand more fully the position of financial accounting, it is 
desirable to examine the related view of the nature of income determination. 
The income statement is the meeting place for the revenue and expense of a 
given fiscal period. Total revenue represents revenue attributable to operations 
of the period, expressed in actual dollars—dollars agreed upon by the seller 
and buyers. The expenses, though they cannot always be unquestionably identi- 
fied with the revenue of a certain period, are ideally also expressed in actual 
dollars*—dollars agreed upon by the buyer and sellers. The difference between 
total revenue and total expense is either net income or net loss for the fiscal 
period. Although the financial accountant must concede that this matching 
process is not perfect, i.e., it is usually impossible to “pin” each item of ex- 
pense on a certain item of revenue, he can, none the less, maintain that the 
netted figure is homogeneous. Everything is expressed in actual, or bargained, 
dollars. 





*Henry W. Maynard, “The Accounting Technique for Standard Costs,” N. A. C. A. 
Bulletin, February 15, 1927, p. 562. Advantage 2 is of much lesser significance today 
than in 1927, when Maynard wrote. It may be updated by substituting “‘statements” for 
“accounts.” It should also be noted that cost accountants have described standard costs as 
the only #rue costs. See infra, note 24. 

5It is to be noted, however, that there is strong support for some deviations from 
actual cost. See the next paragraph and note 7, infra. 
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Because the consumption of non-cash assets is a significant determinant of 
net income (via costs), it is important to proper income determination that 
assets be valued in harmony with the cost theory. Although in the last few 
decades such expediencies as “cost or market, whichever is lower,” for 
inventories and marketable securities, and recognition of appreciation of fixed 
assets* have tbeen evidenced, the fundamental principle of “actual cost” pre 
vails. It is noteworthy that the deviations have not been accepted by many lead- 
ing writers in financial accounting." 










Different Kinds of Standard Costs 






In order to get down to the basic argument, it is first necessary to examine 
the kinds of standard costs, for different kinds will have different effects on 
the financial statement. Two major classifications of standard costs are basic 
and current. Basic standards are those which are not changed unless there 
are important alterations in the nature of sequence or manufacturing operations. 
Current standards are those which undergo periodic revision in order to te 
flect changes in methods and prices. Basic standards are, therefore, useful for 
long-run analyses of variances, while current standards are more suited to short- 
run analyses. There seems to be general agreement among cost accountants that, 
if standard costs are to be booked, they must be current.* After a short period 
of time has elapsed, basic standards are no longer realistic in view of technolo 
gical and price-level changes. Thus, if financial statements are to reflect reality 
at all, basic standards are of no value for them. 

In addition, current and basic standard costs may be set at different levels. 


















© Whether the carrying value of fixed assets should be written up to current price 
depends on the nature of the price rise. A change in price level might justify accounting 
recognition thereof if precautions are taken to identify clearly the character of the write-up. 
But the accounting recognition of changes in price structure, as contrasted with the pric 
level, is not to be condoned generally. 

T Objections to the upward revision of fixed asset account balances are numerous. The 
more widely-accepted “cost or market, whichever is lower,” is frowned upon by Heniy 
Rand Hatfield, Accounting: Its Principles and Problems, D. Appleton & Company, 1927, 
p. 99; Perry Mason, see his dissent in Restatement and Revision of Accounting Research 
Bulletins, American Institute of Accountants, 1953, p. 35; and W. A. Paton and A.C 
Littleton, An Introduction to Corporate Accounting Standards, American Ae 
ciation, 1940, p. 81. 

® Walter B. McFarland, “The Basic Theory of Standard Costs,” Accounting Review, 
June, 1939, p. 152 and Gamber, op. cit., p. 677. 
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Standard costs may reflect expected actual costs, average-capacity costs, practical-ca- 
pacity or ideal costs. Expected actual costs resemble budgeted figures in that 
an attempt is made to forecast the results of future operations. Because expected 
actual costs anticipate and allow for inefficiencies and waste, they are not very 
useful standard costs for control purposes. Average-capacity costs, or standard 
costs at average capacity, are intended to level out seasonal and cyclical fluctua- 
tions. Standard costs under this plan are set at attainable levels. Practical-ca- 
pacity costs represent activity at a theoretical maximum, reduced by unavoidable 
delays. As such, they provide an attainable and vigorous standard for control 
purposes. Ideal standard costs are the costs at theoretical capacity of the plant. 
As such, they are unattainable, for they do not allow for inefficiencies of any 
sort. 

Standard costs help facilitate cost control by focusing attention on opera- 
tional inefficiencies. For cost control purposes, therefore, standard costs must 
be substantially or completely free of inefficiencies which the computation of 
variances should uncover. Standard costs are consequently most useful for cost 
control purposes when they are “tight,” or when inefficiencies have been 
“squeezed out” of them. In terms of the levels enumerated above, standard 
costs for control purposes might best be structured on the practical-capacity 
idea in order to emphasize the deviations from the “efficient” norm. 


The Basic Issue: A Conflict of Interests 


Thus far, standard costs have been shown to be best for day-to-day cost con- 
trol if they are current and tight. Are those characteristics consistent with those 
which financial accountants ascribe to costs for financial statement purposes? 
This question will be answered from the standpoint of pure financial accounting 
theory and financial accounting theory as interpreted by practitioners, 

In terms of pure financial accounting theory, the answer is clearly “no.” 
There is no substitute for actual costs. Ideally, the income statement is com- 
posed solely of actual revenues and actual costs.* The case for actual costs 
may be expressed in this fashion. An income statement purports to show the 
results of actual operations. Revenue is an actual sum evidenced by sales tickets. 
It would be inconsistent to charge against this revenue an expense total which 


* In effect this means that variances from standard costs may be reported as expense in 
the period during which the merchandise to which they pertain is sold. The argument 
here is against showing the variances as expense in the period when the related production 
operations take place. That is, variances are inventoriable costs. 
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assumes some efficiency “ideal,” i.e., any efficiency standard other than the ac 
tually-achieved efficiency. If expenses are represented by an amount which ~ 
would have been incurred in accordance with a prescribed efficiency standard, 
it follows that revenue should be stated at an “ideal” volume multiplied by ag 4 
“ideal” sales price. Then the income statement would resemble a whole budget, 3 
rather than half-results and half-budget. Is the income statement to be an oper — 
ations summary or a restatement of a kind of budget? Is the object of finan — 
cial accounting to arrive at an efficient net income? The answer to this last 
question is “‘no.” 

As regards “financial accounting theory as interpreted by practitioners,” it 
is useful first to discuss the “current” and “basic” characteristics separately, 
Financial accountants would agree with cost accountants that, as between cum 
rent and basic costs, the former are certainly preferable. Underlying the finan 
cial accounting principles of actual cost is the desire to be as up-to-date with 
present realities as is possible. Current standard costs follow the same guide. 

If we ignore the materials usage variance, the following interesting analysis — 
can be made with respect to raw materials inventory. “‘First-in, first-out” enthu- 
siasts who also appreciate the conservatism of “cost or market, whichever 
lower,” would welcome current standard costs. In periods of falling prices, 
standard cost—because of time lags between adjustment to new, lower prices 
—will be somewhat higher than actual cost. As a result, the ending inventory 
at standard cost will appear in the accounts, before adjustment to market, at an 
amount somewhat above actual cost. There is no problem here, for the adjust. 
ment to market will eliminate the disparity. But in periods of rising prices, the 
standard costs will be somewhat lower, due to time lags between upward ad- 
justments, than actual costs. Thus, the ending inventory will appear in the 
accounts at an amount somewhat below actual cost! Market price will be 
higher and no adjustment will take place. The latter instance illustrates how 
standard costs can contribute to the conservatism so cherished by many financial 
accountants. 

“Last-in, first-out” proponents, because of the above reasons, would als 
prefer current standard costs when prices are rising. For, in this instance, end 
ing inventory cost at standard—somewhat lower than actual cost because of 
time lags between adjutments—will increase the cost of goods sold and thereby 
produce a more conservative profit. : 


10 This is not to condone conservatism for the sake of conservatism. It must be remem 
bered that the attempt is made here to reconcile standard costs with generally 
accounting, ie., financial accounting theory together with generally accepted ce 
therefrom, or “financial accounting theory as interpreted by practitioners.” 
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In periods of either sustained rising or falling prices, average cost proponents 
will find smaller differences between standard cost and actual cost than is true 
in the instances above. (The magnitude of the difference between standard 
cost and actual cost has not been discussed above, for it is the subject of the 
next section. ) 

As to tight standard costs, these underscore the fact that standard costs rep- 
resent conditions as they should be or, in the past tense, as they should have 
been. Financial accounting wants costs as they were. It would not be out of 
the question, however, for financial accountants to accept standard costs if the 
differences between standards costs and actual costs were small (immaterial). 
But are the differences small? 

To meet the wishes of practicing financial accountants, standard costs should 
be set at a level somewhere between expected actual and average-capacity costs, 
defined above. In this way, the standard:costs would approach actual costs. But 
herein lies the basic disharmony between standard costs for control purposes 
and standard costs for financial reporting purposes. Cost control needs tight 
standards and financial accounting would want realistic standards. Both ends 
cannot be served by the same standards. Standard costs are inevitably either a 
poor cost control device or a poor income determination (inventory valuation) 
procedure. But this apparently hopeless conflict does not shut the door entirely 
on some use of standard costs for financial accounting purposes. However, be- 


fore this exception is introduced and examined, it is well to gain a perspective 
by observing what some leading accounting writers think on this controversy. 


Philosophies of Leading Writers 


Paton and Littleton in their monograph, An Introduction to Corporate Ac- 
counting Standards, write, “‘no substantial objection can be offered to the com- 
putation of standard costs and the compilation of these costs in any helpful 
manner, provided the periodic income statement, as finally presented, is based 
upon actual costs rather than upon hypothetical charges.”"* This view reflects 


the pure financial accounting theory. 

In his fourth edition (1927), Montgomery makes this statement: “For 
inventory purposes ‘standard’ costs should not be used without thoroughly testing 
the cost procedure to see that such costs are reasonable and may properly be 
considered actual.”* But two editions and 13 years later, he explains his posi- 


11 Op. cit., p. 121 
12 Robert H. Montgomery, Auditing Theory and Practice, Ronald Press, 1927, p. 160. 
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tion differently: all variances save idle capacity should be apportioned to the” 
ending inventory. In defense of this position, Montgomery states: “With re 
spect to the manufacturing overhead application, it is now recognized that the — 
cost of production should bear depreciation in respect of only those facilities 
which are considered necessary to current operations.”** The effect of this ap- 
portionment is to convert standard costs to actual costs, in the aggregate. Mor 
ton Backer writes: 

“Unless the effect on inventories is relatively insignificant, the vari- 
ances from standard should be apportioned between cost of goods 
sold, work in process and completed but unsold inventories in a man- 
ner similar to the suggested treatment for over- or under-absorbed 
overhead.”"* 


The American Institute of Certified Public Accountants, in its “restate- 

ment” bulletin, carefully identifies standard costs as “approximate” costs, 
as follows: 

“Standard costs are acceptable if adjusted at reasonable intervals to 

reflect current conditions so that at the balance-sheet date standard 


costs reasonably approximate costs computed under one of the recog- 
nized bases. In such cases descriptive language should be used which 


will express this relationship, as, for instance, ‘approximate costs deter- 
mined on the first-in, first-out basis,’ or, if it is desired to mention 
standard costs, ‘at standard costs, approximating average costs.’ "’™* 


It should be noted, furthermore, that standard costs are not a “recognized 
base.” 

The views of two prominent cost accountants are also of interest. Blocker 
suggests that each variance from standard be first analyzed before the financial 
accountant makes a decision regarding its disposition. With material and labor 
variances, he states that the portion of the variance which was beyond the 
control of management be prorated between the inventory and profit and low 
accounts. The controllable portion should be sent directly to profit and los. 
In the case of overhead variances, a different treatment is proposed. Blocker 


18 Robert H. Montgomery, Auditing Theory and Practice, Ronald Press, 1940, p. 16. 
What about the depreciation element in other fixed overhead variances? 


14 “Determination and Measurement of Business Income by Accountants” in Morten 
Backer, editor, Handbook of Modern Accounting Theory, Prentice-Hall, 1955, p. 233. 


“8 Op. cit., p. 30, n. 3. 
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maintains that variances which are due to seasonal fluctuations should be de- 
ferred until they are offset by future fluctuations. If the variances represent 
inefficiencies or savings from the standard, they should be sent to profit and 
loss. Variances due to improperly-prepared standards should be prorated be- 
tween inventories and profit and loss.** This procedure seems simple and clear- 
cut “on paper” but it is seriously doubted that such fine distinctions can be 
made in practice. Nickerson recommends, however, that overhead should be 
carried to the inventories at standard cost, whereas materials and labor should 
best be shown at actual costs. This treatment presents a “clearer picture of oper- 
ations, as well as conservative valuation. . . .”"2" 

Montgomery's view is preferred by this writer. Materials, direct labor, and 
variable overhead are functions of activity. The presence of these costs, in all but 
extreme cases, supports the presumption that goods are being turned out. Mar- 
ginal costs are the reflection of marginal product. As such, these costs should 
be identified with the net product which has caused their incurrence. The 
activity variance, or cost of idle capacity, stands for the cost of fixed plant fa- 
cilities which were not utilized in the turning out of products. 

It is as though a company owned two factories, and one was used at 100 
per cent of capacity and the other was not used at all. The fact that one fac- 
tory, or one segment of fixed plant facilities, was not used, does not change 
the cost required to turn out the products which were manufactured elsewhere. 
The cost of idle capacity is clearly a waste of fixed facilities which, during 
the fiscal period, were not a part of the company’s productive assets. If these 
facilities are truly fixed, i.e., the length of their aggregate lives is a function 
of time, not mse, that portion of their cost identified with this fiscal period 
(depreciation, insurance, taxes) is a loss in this period and, in no sense, is this 
cost identifiable with future periods by way of inventories. As was said above, 
the fixed plant facilities were unproductive assets for 100 per cent of the time; 
their cost is, therefore, a 100 per cent loss chargeable to the operations of the 
current period. 


16 John G. Blocker, “Mismatching of Costs and Revenues,” in William E. Thomas, 
editor, Readings in Cost Accounting, Budgeting, and Control, Southwestern Publishing Co., 
1955, p. 252-53. 

17 Clarence B. Nickerson, “Application of the Cost or Market Rule to a Woolen Com- 
pany” in the Control and Valuation of Inventories, National Association of Cost Account- 
ants, 1941, p. 217. Nickerson’s proposal probably extends beyond the woolen industry, 
for he writes, “ Though the practices of this woolen company serve as a specific example, 
_— of the matters considered are equally applicable to other manufacturing enterprises.” 
Ibid., 209. 
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The other fixed overhead variances represent, for the most part, inefficiencies — 
associated with fixed plant facilities which were used. Although the line of 
distinction is not so clear here as it was above, it seems best to identify th ase . 
variances with the product, because they are due to efficiencies or inefficiencies” 
in using the facilities. The facilities were used for the turning out of the prod 
ucts; therefore, the products should bear the actual cost of using these facilities, 
Similarly, loss of materials due to theft or destruction should be charged to” 
the current period's operations. In general, production costs are inventoriable 
unless they expired without having a proximate relation to the turning out of 
the product, ; 

In summary, “financial accounting as interpreted by practitioners” should | 
observe actual cost as far as practicable,* except that the inventory cost should 
be reduced by the costs which expired “outside” of the productive process. 


The Practical Side 


Although the above recommendation lends most support to actual costs, it is_ 
not uncommon to find companies which value inventories at standard cost. This 
suggests that there must be one or more practical justifications, as opposed to the 
theoretical objections, for using standard costs for inventory valuation. The 
remaining discussion will present evidence that standard costs are being em 
ployed for inventory valuation today and attempt to infer the justifications 
which prompt this practice. 

That the A.I.C.P. A. has taken a position on the treatment of standatd 
costs for inventory purposes is testimony that standard costs are often used ia 
financial statements.’ Both the Finney-Miller and Karrenbrock-Simons inter 
mediate textbooks report that expected actual, normal, and ideal standard costs 
are frequently used for inventory pricing.** A 1947 N. A. C. A. questionnaite 
survey revealed that, of 65 companies which used standard costs and treated 


18 Whether the use of actual costs is practicable is usually the controlling factor ia 
deciding if they will be relied upon. This matter is the subject of the next section of this 
article, “The Practical Side.” : 

19 Restatement,” Joc. cit. ~~ 

20H. A. Finney and Herbert E. Miller, Principles of Accounting: Intermediate, come 
Hall, 1958, pp. 229-30. Wilbert E. Karrenbrock and Harry Simons, Intermediate 
ing, Southwestern Publishing Company, 1958, comprehensive volume, p. 247-8. : 
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all of the different material and labor variances alike in the accounts, 54 firms 
closed these variances to cost of goods sold. Of 127 companies which used 
predetermined overhead rates, approximately eighty per cent closed both under- 
and overabsorbed overhead variances to cost of goods sold.** This evidence 
indicates apparent widespread usage of standard costs for inventories valua- 
tion, but why is this done? Although no one seems to have shown that the 
standard costs which are today being used for inventories are also being 
used for cost control, it is likely that this is true. 


Two reasons which were given by companies which closed material and labor 
variances to cost of goods sold were: 


1. “Variances represent costs of waste and inefficiency and, as such, 
should be excluded from cost of goods manufactured. 


. “Standard costs give more conservative inventory valuations since 
they eliminate the effects of excess prices and inefficiencies from 
inventories.” 


One important reason, given above, cites the increased managerial attention 
shown to cost control when standard costs, and thus variances, appear in the 
statements.?% 


There are probably two additional, and more pressing, reasons, however, why 
standard costs are used in financial statements today: 


1. In many plants, actual costs are too difficult (sometimes impossible) 
and costly to gather. The use of standard costs simplifies and, 
therefore, introduces economies in the cost-gathering and cost- . 
bookkeeping processes. 


2. Cost accountants have “sold” managements on the control value 
of standard costs and have also been successful, as suggested above, 
in convincing managements that standard costs are “real” costs 


21Cost Included in Inventories,” National Association of Cost Accountants, Research 
Series No. 10, Section 3, N. A. C. A. Bulletin, August 15, 1947, pp. 1598 and 1601. 


22 Ibid., p. 1599. The first reason assumes, as has been implied, that the cost of goods 
manufactured is to be stated at efficient cost, not actual cost. This assumption has already 
been discussed. 


23Note 4, supra. Mention was also made earlier of lower bookkeeping costs to be 
derived from using standard costs. Ibid. 
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and thus should be booked.2* When auditors are confronted, at the 
end of the fiscal period, with standard costs and variances instead 
of actual costs, they have but two choices: to accept them or to try 
to prorate the variances between inventories and cost of goods sold, 
which some have done. But there are often difficulties in finding 
satisfactory bases of apportionment. 


The foregoing reasons appear to be the most cogent justifications for the 
prevailing standard cost accounting practices. 


A General Conclusion 


It should be clear that standard costs are found in financial statements today 
as a result of practical necessities, and not theoretical blessing. The use of 
standard costs in financial statements is one of the many areas in which 
accounting practice diverges from the accounting theory. Although the use of 
standard costs in financial statements is apparently desirable from a practical 
standpoint, accounting writers should, nevertheless, be careful not to infer 
therefrom, or allow their readers to infer therefrom, that such practice is con- 


sistent with good financial accounting theory. 


24In this connection, some accountants have attacked the very foundation of actual 
costs. A British accountant contends that actual costs contain certain “inevitable inae 
curacies” and are “mathematical abstractions.” ‘The best that can be said about an 
‘actual cost," he writes, “is that it is an arithmetical exactitude, being the average of a 
number of unspecified variations.” K. W. Bevan, “The Accounting Processes of Standard 
Costing,” The Accountant, April 10, 1948, p. 282. 

Arguing that, if six public accountants were to draw up financial statements for one 
business, each set of statements would differ from the rest in some respects (which is cer 
tainly true), another accountant recommends standard costs as the only exit from the 
actual cost dilemma. He states, “Many overlook the point that, in determining this s0- 


measure the actual cost of the product of a modern industrial plant.” 

ard costs as the only solution, he concludes that “Costs of production should reflect the 
average cost under normal conditions.” Howard E. Cooper, “Some Controversial Phases 
of Standard Cost,” N. A. C. A. Bulletin, September 15, 1933, pp. 84 and 87. 

These writers have some good points, but more basic to the whole argument presented 
by these and other accountants is: Do bookkeeping entries determine profits or do they 
reflect profits? It is conceded that the correct actual costs are often aot calculable. This 
fact should not lead accountants to abandon all concepts of actual cost, however. What 
is more, the arguments above over-emphasize the portion of actual costs which is found by 

“averaging” and “arbitrary apportionment.” Direct labor and direct materials can be 
found unequivocally for jobs in the absence of joint cost problems. Overhead per 
needs to be estimated, of course, but dhe dageee of cover to ast co lage co Gana 


by Cooper and others. 
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The Accountant's Contribution 
To Industrial Relations 


by JAMES D. WILLSON 


. RECENT RECESSION and the continuing upward spiral in costs, coupled 

with a profit squeeze, are significant factors in making business manage- 
ment more vocal in employee relations. Management seems to be finding a 
new voice to talk about competition, the need for profits, the importance of 
quality, and the necessity for continuing drives on costs. There exists an in- 
creasing determination on the part of some members of management to insist 
that employees be told the economic facts of life. Further, the desirability 
of reviewing these subjects frequently, not merely at the bargaining table, 
is being appreciated more and more. 

It is in both of these areas—continuous industrial relations and the bargain- 
ing table—that the accountant can and, indeed, must make his contribution. 
Working through proper channels, the accountant, who is trained to present the 
facts and skilled in the use of figures, can be of material assistance if he is 
so inclined. Whether the discussion centers on the broad social forces at work 
in the free enterprise system or the economic status of one company, it would 
seem that the same fundamental approach must be taken. 


Information and the Employee 


From the management viewpoint, it is basic that the true interest of the em- 
ployee in the business be recognized. Not only does the question arise as to 
whether information should be shared with the employee but also what in- 
formation should be provided. At first blush, it might appear that the pri- 
mary attention of the average employee is on higher wages, shorter hours, and 
improved working conditions. Yet, whether he realizes it or not—and per- 
haps it is management'’s fault if he does not—the employee has a much greater 





JAMES D. WILLSON, Los Angeles Chapter (New York 1938) is now Vice President- 
Finance of the Norris-Phermador Corporation, Los Angeles, a position he accepted in Feb- 
tuary 1958. He is a previous contributor to the Bulletin and is a recipient of a Certificate 
of Merit. Mr. Willson is a co-author of “Business Budgeting and Control” and “Con- 
trollership, the Work of the Accounting Executive,” published by The Ronald Press 
Company. 
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interest in the business than these direct but fundamental objectives. Frankly, — 
after many years of service, the employee has much more “invested” than the 
typical stockholder or bondholder. These years can never be returned to him. 
It follows, some of us believe, that the highest degree of success in getting ~ 
management and employees working together involves these elements: 

1. Recognition by management of its obligation to those who have 
spent many years of their life as salary or wage earners in the 
business, including the obligation to manage wisely. 

. Encouragement of the salary or wage earner to recognize a com- 
petent management as the best form of social security. 

Generally speaking, more and more managements have come to realize that 
the employee is entitled to information about the company. They know, and 
want the employees to understand, that jobs and wages depend on earnings 
just as do stockholders’ dividends. High wages do not for long stem from 
enterprises which are losing money. 


Facts and Figures for Continuous Industrial Relations 


The first task of management, to which the accountant can make a contribu- 
tion, is in the broad industrial relations area and has these three aspects: 


1. To convey to the employees an appreciation of the inter-relation- 
ship of stockholder, customer, employee and management. 

. To bring about an understanding of the company’s progress during 
the year with reference to income and expenses and financial con- 
ditions. 

. To outline the economic problems which stockholders, employees 
and management must face together, and the outlook for the 
coming year or years. 


It goes without saying that the job of an industrial worker is a very im 
portant influence in his life. Most of the things he hears about his company he 
relates to his own job. There are a great many subjects about which he should 
be told, whether in an annual report for employees, in the company house orgaf, 
by special letter, by bulletin boards, or otherwise. As accountants, our chief 
interest is in financial facts and figures. While a company’s chief asset is its 
personnel, yet the fact remains that not one automobile, not one barrel of oil, 
or not one piece of equipment could be produced without capital. This eo 
nomic fact of life and similar subjects must be conveyed to the employees im” 
a convincing and understanding manner if free enterprise is to thrive. A sug 
gested check list of financial subjects to be covered in employee reports is: 


* 
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A. Investment 


1. 


Explanation of statement 
of financial condition 


. Nature of properties, 
. Source of capital 

. Need for stockholders 
5. 


Investment per employee 


B. Operations 


a. 


3. 


4. 


Total income and dispo- 
sion, including appor- 
tionment for salary and 
wages and other em- 
ployee benefits 


. Comparative profit infor- 


mation—in simple form 

a. With other years 

b. Profit per employee 

c. Profit per dollar in- 
vested 


d. Profit per dollar of 
sales 


. Profit per unit of 
product sold (com- 
mon unit) 

Salaries and wages 

a. Total 

b. Average weekly or 
yearly 

. Comparative with oth- 
er industries, etc. 

Taxes 

a. Per employee 

b. Per share of stock 

c. In relationship to 
wages 


d. In relationship to div- 
idends 


e. In relationship to 
profits 


. Dividends 


a. Total amount 

b. Per employee 

c. Per stockholder 

d. In relationship to 
wages 

. In relationship to 

investment or mar- 
ket price of stock 


. Depreciation and amor- 


tization 

a. Total 

b. Per employee 

c. Nature and value 
to employee 


. General 


a. Industry trends in 
sales and earning 

b. Industry position 
of company 

. Nature of, and ben- 
efits in, pension and 
welfare plans 

. Cost reduction 
achievements by 
employees 

. Future outlook, etc. 


With some idea of what can be said, the next question is how the story best 
can be presented. From the financial viewpoint, there are two principal devices 
which may help: 

1. A simplified income statement. 
2. A “per employee” statement. 
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SIMPLIFIED INCOME AND EXPENSE STATEMENT FOR EMPLOYEES 
THE PUBLISHING COMPANY-HOW TOTAL COMPANY INCOME WAS DIVIDED IN 1957 


1. We received from the sale of products and 
services a total of $143,690, 722 


Out of this amount, we had to pay, not 
including salaries or wages, 
Taxes $16, 203,19C 
Materials and supplies 60, 100, 96C 
Depreciation 1,747,319 
Other expenses 2,090,376 _ 80.14).845 


After payment of these bills, there was 
remaining to be divided between employees 
and stockholders $ 63,548,877 


And here is how the division was made: 
Paid out in pay rolls (89.6%) $56,977,693 
Paid out in dividends ( 5.4%) 3,413,667 
Retained for future use (5.0%) 3.157.517 —63,548.877 


Balance -0- 








EXHIBIT 1 
An example of a simplified income statement is shown in Exhibit 1. There 
may be any number of variants, but the idea is to avoid technical accounting 
terms. The main objective is to try and translate various operating factors into 
terminology the employee can understand readily. By exercising a degree of 
imagination, the accountant, in most instances, should be able to tell a financial 
story to the employee in understandable, everyday language. Exhibit 2 depicts 
an example of a “per employee” statement. One might well ask about the ad- 
vantages of translating total income and cost figures to “per employee” dollars. 
Generally speaking, of course, a person tends to relate such data to his own 
compensation. An interpretation of Exhibit 2 to the employees could include 
these points: 
1. To pay the wages to each employee, the company found it neces- 
sary to plan and secure sales of $16,844 for each person (exclud- 
ing officers) on the payroll. 
To help in meeting all costs, another $342 per employee was se- 
cured as dividends from subsidiaries. 
To provide the materials to work on, to cover a share of the cost 
of the building in which to work and the equipment with which 
to do the job, as well as the taxes payable, the company spent or set 
aside another $10,864. 
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4. After all such costs, the average sum of $6,322 per employee was 
left to pay salaries and wages, to pay dividends to stockholders, 
and to reinvest in the business. 

. The company paid $5,209, on the average, to each employee. This 
represents 82.4% of the total funds available for payment to em- 
ployees or stockholders or retained for growth. 


All the officers of the company received an amount of $122,600, 
or the equivalent of $152 per employee. This was their compensa- 
tion for wisely guiding the company and securing the earnings 
which the company did experience. 





ILLUSTRATIVE "PER EMPLOYEE" STATEMENT 
THE REPPERT CORPORATION STATEMENT OF INCOME AND EXPENSE 





SSR2RRERSR A 


For the Year Ended July 31,1958 


The company received: 
From customers for goods purchased 
As dividends from subsidiaries 


Total Received 


The company's expenses were: 
For materials and supplies 
For wear and tear on buildings 
and equipment 
For federal and state taxes 


Making a total of 


Which left for salaries, wages, dividends 
and reinvestment in the business 


This was divided as follows: 
Paid to employees (excluding 
pe Baden. as salaries and wages 
Paid for employee benefits, 
including group life. insurance, 
pension fund contribution, etc. 


Total 


Paid to officers 

Paid to stockholders as dividends 
for use of capital 

Reinvested in the business to 
cover the growing needs 


Total Division 





—Tetal — 


$13,560,100 
275,000 





$ 8,190,700 


292,300 
262, 300 





$ 8,745,300 





$ 5,089,800 


$ 3,796,140 


396,800 
$ 4,192,940 


122,600 
437,800 
336,460 





$ 5,089,800 
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7. For the use of their capital to provide materials and facilities, etc., 
the owners of the company were paid the equivalent of $543 per 
employee. 

. Finally, another $418 per employee was set aside for future 
growth to help ensure the continuance of the jobs of everyone in 


the company. 


Facts and Figures for Collective Bargaining 


The second principal area of industrial relations in which accountants have 
an interesting task to perform has to do more directly with labor negotiations, 
Labor relations are entering a period, or perhaps have entered a period, where 
financial data is assuming a more important role. There is a trend in labor ne- 
gotiations towards getting the facts. Moreover, there is a decided tendency to 
consider these two basic questions: 

1. What are the total fruits to be distributed—the income? 
2. To what share is each participant entitled—management, capital, 
and labor? 

The share which labor will get probably is determined largely by collective 
bargaining. The accountant does not negotiate; that is the function of the per- 
sonnel manager or labor attorney. However, the accountant should be at the 
right hand of the company negotiators, providing financial facts and figures, 


analyzing the cost of union demands, calculating the effect of the demands or 
alternatives on the company operations. Some general functions which he might 
perform are these: 


1. Develop and supervise the maintenance of company records so as 
to provide essential data for labor negotiations. 


. Analyze union contracts and suggest desirable changes from the 
operating or cost viewpoint, based on knowledge of the cost of 
certain clauses, etc. 


. Anticipate financial cost data probably needed in negotiations, in 
consultation with the personnel department, and take steps to get 
it. 
. Supervise the gathering of pertinent outside financial data. 
5. Determine the probable cost consequences of union proposals. 
. As requested by the company negotiator, present figure-facts and 
interpret them. 
One highly successful method of preparing for labor negotiations is through 
the compilation of a ‘fact book” for the company negotiators. While much of 
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the information will be secured by the industrial relations activity, a significant 
amount can be secured by accounting personnel. Suggested financial-cost data 
would include: 
A. Financial condition and operating results 
1. Recent financial statements of the company. 


2. Breakdown of annual earnings to show share allocated to 
employees, supplies, etc. 
. Comparable data, like that developed by “2” above, on dis- 
tribution of income for competitors, or industry, etc. 
. Calculations for company, competitors and industry 


a. Return on investment—-several years. 
b. Net income as % of net sales—current and prior years. 


. Trend data for several years as to salaries and wages as a % 
of net sales. 


. Break-even point. 
. Estimated net income or loss at varying production levels. 


. Forecast of operating results for current and/or next year. 


. Estimated operating results if union demands are met. 


. Additional sales volume required to earn cost of union de- 
mands. 


B. Wage data 
1. Total cost of wage and fringe benefits, analyzed by element, 
viz. regular pay, overtime premium, cost-of-living adjustment, 
vacation pay, call-in pay, shift differential, group insurance, 
pensions, clothing, meals, coffee break, etc. 
a. Comparative by years. 
b. Comparative with industry or competitors. 
. Same data as for “1” above, calculated on an hours worked 
basis. 
. Average pay data 
a. Straight-time hourly earnings. 
b. Gross and take home weekly pay. 
c. Trends in above averages. 
4, Range of weekly gross pay, take home pay, etc. 
. Per cent increase in pay—weekly or hourly—from selected 
basis or period. 
. Wages paid by work classification. 
. Wages paid by age or seniority groups. 
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C. Hour data 
1. Total man-hours worked. 
2. Average weekly, monthly or yearly hours. 
3. Range in hours worked. 
4. Analysis of hours worked by pay rates—regular, time and one- 
half, double time, etc. 
5. Hours worked by job classifications. 
6. Lost hours, in total and by cause. 


D. Other 
1. Union demands 
a. Total annual cost. 
b. Cost per man-hour. 


c. Cost effect on product. 
d. Estimated cost of extending similar benefits to non-union 


groups. 
2. Productivity 


a. Per machine-hour. 
b. Per man-hour. 


3. General data re turnover, etc. 

This type of information can be most helpful. Incidentally, much of it can 
be secured rather easily through proper planning. Thus, as soon as convenient 
and long before labor negotiations start, the accounting executive should dis- 
cuss with the personnel department or those handling labor negotiations exactly 
what type of information is needed. 


Getting the Facts Understood Through the Figures 


The reporting of the facts is one thing. Getting them understood may be 
quite another thing. This is true with respect to both management representa- 
tives and union representatives. Consequently, extreme care necessarily should 
be used in interpreting the data. The accountant must not only furnish under- 
standable accounting figures but also assume a certain responsibility in seeing 
that they are understood and the limitations realized. Again, a little common 
sense can be useful. Consideration should be given to rearranging information 
to get at the vital facts which best explain the company attitude. An example 
of some realignment of per employee data is shown in Exhibit 3. The illustra- 
tion, for use in negotiations, eliminates perhaps superfluous figures and 
attempts to define the maximum range of the problem. The principle, in any 
event, is to be flexible and simple in the presentation. 
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THE JOHNSON COMPANY - DISTRIBUTION OF EARNINGS 
For the Year Ended July 31,1958 
ILLUSTRATIVE STATEMENT OF OPERATING 
RESULTS FOR USE IN LABOR NEGOTIATIONS 


John Doe, our average worker, produced goods, 
which we sold to our customer, and which were 
valued at $29, 000 


The materials from which these goods 
were made, cost the company $14,500 


John received as regular wages, 
overtime pay, overtime, and supple- 
mental benefits, the sum of 54300 _19,800 


This left available this amount $ 9,200 


The company set aside for the use of machinery 
and equipment, paid taxes, stockholders dividends, 
and other expenses; and retained for future needs 
an amount of 


is E 


The undistributed profit John made for the company was 


During last year John Doe worked 2,450 hours, so that the undis- 
tributed profit is equivalent to $.11€ per hour. With this amount 
John helps build a backlog which he, his fellow workers, and the 
company, may need in less prosperous times. 


If the same general conditions may. be assumed to exist next year, 
this $.118 represents the amount about which the company can bargain. 
How much do you, the union representatives, think should be set aside 
for future contingencies, and how much should John get? 











Charts or graphs may be found helpful in presenting financial facts relating 
to labor matters. For example, management usually is interested in the cost of 
demands at various production or sales levels. A simple break-even chart could 
be used to reveal the full impact of such increased costs on the cost-volume-profit 
structure of the company. Exhibit 4 illustrates a possible application. In this 
example, the union demands and related salary, wage and fringe benefit adjust- 
ments are grouped to reflect all affected costs, although each factor could be 
separated. Briefly, a reading of the graph will reveal these facts: 

1. At any given sales (or production) level, the effect on total costs 
of the requested wage increase. Thus, at 75% of plant capacity, 
the increased pay roll and costs would be: 

Fixed costs 2,000,000 
Variable costs ae } $4,400,000 
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THE MORRISON COMPANY 





COST-VOLUME=PROFIT STRUCTURE AND EFFECT OF UNION DEMANDS 
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Per Cent of Plant Capacity 
EXHIBIT 4 
Similar determinations can be made for other activity levels. 
2. The increase in the break-even sales volume from $58,252,000 to 
$63,725,000. 

It will bear mentioning, also, that the break-even chart technique and the 
related segregation of costs into fixed or variable categories can assist in answer 
ing other pertinent facts relating to the proposed wage adjustment, such as: 

1. The additional sales volume at any given level required to produce 
the same profit before taxes. 

2. The additional product unit costs or man-hour costs at selected 
activity levels. 

3. The total effect on earnings at any given activity level. 


Yes, there is a lot of opportunity for getting the message across to employees. 
And the accountant must do his part. 
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7 one PROBLEM to latter- 

day industrial accountants is the 
diverse pattern of the trends in decen- 
tralization of multi-plant operations. 
Depending upon the industry involved, 
the size of the corporation and the day- 
to-day inclination of managements, a 
forceful argument may be presented 
for complete decentralization, complete 
consolidation of managements, or any 
combination of opposite paths to the 
goal of either extreme. 

Since any one of the alternatives is 
decided upon more from an operating 
point of view than for financial divi- 
sion convenience, it is usually the lot 
of the industrial accountant to comply 
as gracefully as possible. However, 
there is one way to “beat the game”, 
so to speak. That is to seize the initia- 
tive by declaring without reservation 
that, regardless of the current trends 
in plant operation, distribution, sales, 
product research or other facets of the 
enterprise, the centralization of ac- 
counting functions is desirable and the 
most efficient of the alternatives. More- 
over, this is true without regard to the 
status of the other functions. Axioma- 
tically, then, it could be offered that 
operating, sales, or other management 
decision-making may be clearly decen- 
tralized while, at the same time, ac- 





*Manager, Cost Accounting and Control, 
KVP Company, Kalamazoo, Mich. 
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Facing Up to Centralized Accounting 


by JACK J. COOPER* 


counting functions, financial analysis 
and other financial service functions 
are consolidated for the highest poten- 
tial in economic administration. 

This opinion is based on the writer's 
limited personal experience in this 
area. Accounting literature, particularly 
that dealing with integrated data proc- 
essing installations, emphasizes the pos- 
sibilities of employing the capacity of 
modern processing units to successfully 
absorb a practically unlimited volume 
of work, once the programming of 
data processing is established. Robert 
A. Morgan, writing in the September 
1957 issue (Section 3) of the Bulletin, 
for instance, said, “our regular ac- 
counting activities could be completed 
in a more timely manner if all ac- 
counting work were centralized” and 
indicated that his company’s reasons 
for retaining many decentralized ac- 
counting functions were based on the 
fact that they had not yet adopted the 
use of advanced equipment which 
makes centralized operations practical. 

As a matter of cold fact, the cost 
and effort involved in installing the 
type of system now considered essen- 
tial for modern data processing, such 
as the high speed electronic calculator, 
random access storage units and, most 
particularly, even the smallest capacity 
computer, point up the necessity for 
their full utilization through central- 
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ized processing of data for all segments 
of a multi-plant operation. In other 
words, electronic aids to data process- 
ing by their very nature lend them- 
selves to increased efficiency and saving 
with increased volume of work. The 
beauty of this concept is that central- 
ization of function need not, and 
perhaps should not, necessitate loss of 
management prerogative wherever such 
authority is needed at a division or 
plant level. 

Assuming this to be true, a divi- 
sional or plant controller normally 
maintaining a self-sufficient accounting 
staff would be extremely short-sighted 
in opposing the centralization of all 
his accounting functions, as such, if 
this stand is taken for the sake of 
maintaining divisional integrity. We 
all know that key accounting personnel 
are not replaced by automation. The 
effect, rather, is only to produce better, 
speedier and more dependable infor- 
mation with reduced routine clerical 
work, and to broaden the accountant’s 
role toward the management rather 
than the record-keeper’s level. The 
modern accountant may still be an ef- 
fective member of a management team 
whether or not he has a large staff 
of clerks under him. As Raymond B. 
Jordan expressed it in his letter in the 
April 1958 Bulletin (“Changed Quali- 
fications for the Industrial Account- 
ant’), only the “doers” will be 
eliminated. Where such centralization 
is accomplished, the need for account- 
ing personnel should be determined by 
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the requirements for cost and financial — 


analysis at the plant or divisional level, 
which will involve only the highest 
skilled key accountants. 

And again, Walter M. Harris’ fine 
article in the July 1956 Bulletin, “Cen- 
tralized Data Processing for Decen- 
tralized Management,” confirms this 
hypothesis, i.e., “In using the reports 
issued by the electronic data process 
ing center, there presumably will al- 
ways be personnel performing analyti- 
cal work for each division using 
whatever diverse analytical methods 
they individually think best. In short, 
the data processing can be, to a com 
siderable degree, standardized for the 
different units. Data analysis need not 
be.” 

At the same time, the accountant 
should take the opportunity to point 
out to management that any decision 
as to the operating efficiency of cen- 
tralized versus decentralized operation 
of any part of the business may be 
best determined by first centralizing 
and standardizing the accounting 
methods of a multi-plant operation so 
that the management is sure that it is 
not comparing apples and avocados. 

In brief, rather than being hauled 
“kicking and screaming” into the new 
age of industrial accounting, by the 
engineers, the systems men and the 
mechanical monsters, let’s take a hard 
objective look at ourselves and follow 
the path of progressive management 
without regard to our individual rigid 
Organizational concepts. 
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nck How We Train Our Accountants 
a To Think Like Managers 
fine by L. W. BRUMMER 
‘Cen- 
— AS BUSINESS ENTERPRISES GROW MORE COMPLICATED in the modern world and 
this as specialists in business skills become more numerous and more necessary, 
oo management of business for profit becomes more difficult. Fewer and fewer large 
a enterprises enjoy the stimulation of the single guiding genius who built the busi- 
li al- ness with his own hands and heart; more and more enterprises turn to administra- 
alyti- tion and organization as necessary substitutes for inspiration. Hired managers 
using have become the bulwark of business success, and these managers rely increasingly 
thets on capable helpers who can think and act in management terms. 
—_ Accountants are perhaps the oldest group of specialists on whom managers 
= have relied for assistance. Historically, accountants have recorded, reported, and 
oe audited the work done by individual entrepreneurs. As outsiders, they have 
im been necessary evils—cajoled and cultivated in times of trouble, ignored in pros- 
perity, tolerated but unloved. Henry Ford, the elder, is reputed to have turned 
—_ a deaf ear to pleadings for more office space for his accountants. “Keep ‘em 
ee crowded,” he said, “Maybe they'll get discouraged and leave.” 
a In modern business, accountants of the historical type are becoming obsolete. 
aie Professional managers need accounting help in the family. They must understand 
ay be accounting philosophies themselves. And they must have assistants who are 
izing skilled in accounting techniques and who also are capable of management thought 
anting and action. Can such men be developed? Can managers be persuaded to account- 
ion $0 ing thought? Can accountants be trained to think like managers? Our answer 
it it is is, “Yes.” 
cados. The key to success in this endeavor is found in one word—atmosphere. The 
hauled right sort of man, skilled in accounting, can be trained to think like a manager if 
e new he is placed in a management atmosphere—physically, mentally, and emotionally. 
by the If he lives and works in an atmosphere of vital business needs, he must absorb 
id the the manager's desire for business health and growth. He will participate in the 
a hard manager's thinking and planning, rise with him in his dreams of achievement 
= and share with him in his struggles for survival. 





7 
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Our Accounting Function — Managerial From the Start 


among our accountants. Being a relatively new corporation, such a start was pos- 
sible. We constructed our manufacturing plants in 1952 and 1953, and, during 
that period, training in manufacturing processes was undertaken by the men who 
were later assigned to supervisory positions in the production and engineering 
departments. Simultaneously, we planned our cost accounting activities. Our 
first cost accountants worked with the production supervisors during the construc 
tion period, assisting them with the necessary administrative details, learning the 
manufacturing processes, and planning with them the methods of recording 
operating costs. The cost accountants were able to gain a basic appreciation for 
manufacturing problems, and the supervisors had an opportunity to become 
familiar with accounting viewpoints. 

By the time production started, we had agreed on a decentralized cost ac- 
counting function. We arranged for each cost accountant to maintain his office 
in the production area and to serve on the staff of the area manufacturing super- 
intendent. Such an arrangement is not common in American industry, although 
certainly not unique, and its inauguration required some selling. The production 
executives in their previous employment had not been used to the idea of close 
contact with the accounting department and were a bit wary. However, the 
favorable impression made by the first cost accountants, with whom they were 
now well acquainted, argued in favor of the idea. Our financial executive sup- 
ported the proposal as a means of increasing the effectiveness of accounting 
activities. The accountants themselves had grown enthusiastic about the manu- 
facturing processes and much preferred the scene of activity to the aloofness of 
the administrative offices. 

Out of this grew the cost accounting organization we now have. Each cost 
accountant—there are eight of them in one plant and four in the other—main- 
tains his office in the manufacturing area. He acts as staff assistant to the super- 
intendent of that area. If the area were an independent company, the superin- 
tendent would be president and the cost accountant would be controller. The 
cost man is responsible for specified accounting functions and, in addition, is 
available for whatever accounting service the superintendent needs, whether it 
be special analyses or liaison with the payroll department. The cost accountant 
reports to a cost supervisor who reports to the plant accountant. He may work 
alone or he may supervise a number of clerks and assistant accountants, depend- 
ing on the work-load in his area. He may devote his time to strictly accounting 
functions or he may take over the supervision of area clerical and office manage 
ment duties to suit the convenience of his manufacturing superintendent. 
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Our corporation planned from the start to develop management thinking y 
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With this start, we developed the organizational relationship which has now 
been extended to all accounting units throughout the corporation. The plant 
accountant is one of a group of five chief accountants of plants and divisions 
who also work for two bosses. Each acts as controller on the staff of his operating 
executive. They are on the operating payroll, too, and are subject to compliance 
with the executive’s administrative rules and regulations. But the accounting 
work they do is directed by the corporate controller's office, and they look to 
the controller for their own future advancement in the corporation. The con- 
troller’s office closely supervises the activities in each of the five accounting sec- 
tions, including procedure, efficiency, and salary changes. The operating 
executive approves all administrative changes and uses the accounting unit 
directly as his own group without reference to the controller. 

This, of course, is a unique relationship. It is neither a line relationship 
nor a staff relationship; it is an anathema to the policy-writers and the chart- 
makers. Actually it is a relationship based on the anti-biblical principle that 
a man can indeed work for two masters—if he is the right kind of man. Specifi- 
cally, an accountant can work for both a financial executive and a line executive 
if all three have learned to think like managers. After all, we are all serving 
but one master, the corporation as a whole. 

It is obvious that there is no place for arbitrary attitudes in this type of an 
organization. Only men who are skilled at selling their wares can be used. 
Benjamin Franklin is reputed to have said, “All mankind can be divided into 
three classes: those who are immovable, those that are movable, and those that 
move.” In our organization we are interested in only the last named. 


Staff Selection on Managerial Qualities 


When we look for an accountant, we look for a man with the “three eyes” 
of 
1. Initiative 2. Imagination 3. Intelligence 


We believe that these characteristics are native and cannot be successfully 
developed. This statement may be contested, but the point is that we have so 
much specific training work to do that we cannot waste time on candidates who 
may never come up to par in these three basic characteristics. We look for these 
characteristics in a candidate for employment. Granted, they are sometimes 
hard to uncover. We test intelligence with a simple 12-minute written examina- 
tion and use the results only as a broad screening device, principally to call 
attention to unusually high scores by candidates we might otherwise have over- 
looked. We look for initiative and imagination in attempts by the candidate to 
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of accomplishment and of diplomacy, two valuable and rare characteristics! ~ 


You will notice that in the “three eyes” no mention is made of education nor” 
of accounting experience. Actually, in hiring a trainee, we look at these points” 


last. Formal education is desirable. But many college graduates lack one oF 
more of the “three eyes” or lack the ability to sell themselves. Our accountants” 
range broadly in formal education. Some have no degrees at all but have edu 
cated themselves. Some have majored in marketing, mathematics, management 
economics, or even English literature. And some have majored in accounting 
and business administration. Their rank in our eyes bears no relation to the 
subject in which they specialized. It does relate, however, to their achievement 
in that subject and their capability in absorbing other subjects. Certainly our 
accountants need formal accounting training. We feel that a man with “three 
eyes” will correct his deficiencies when faced with the need. This has been true, 
Our men have attended evening schools or taken correspandence courses when 
necessary, or have learned accounting through self-study on their own time. 

So much for our selection policies. Now what do we do with these men once 
we have them? I would like to use our cost accountants as an example. We 
feel that a working knowledge of the manufacturing process is of first im 
portance to an area cost accountant. It is essential to an adequate cost job that 
the accountant have at least enough process knowledge to draw flow charts and 
name all the essential pieces of equipment. In addition, he must be able to 
locate each important equipment piece in the plant, know the raw material 
content of each, and the state of product completion. This basic information 
must be kept current by daily trips through the operating areas and daily con 
tacts with the foremen and supervisors about their problems and his own. He 
can then be sure the cost figures he prepares are a proper reflection of the actual 
conditions in the manufacturing areas and that he will be able to present and 
discuss the reports of results intelligently. 


The Cost Accountant and His Job 


We expect a lot from our accountants at Chemstrand, and we give them the 
freedom to live up to our expectations. This is best illustrated by the following 
job requirement summary which our cost accountants compiled. It’s a mighty 
idealistic formula. We don’t have any cost accountants who measure up com 
pletely, but all of our cost accountants are trying for this goal. And, as a — 
a lot of them are measuring up very well indeed. 
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WHAT SPECIFIC DUTIES DOES A COST ACCOUNTANT PERFORM? 


1. Reports: He gathers production cost data, and calculates, summarizes, audits, 
records, and reports it. Formal reports may be daily, weekly, or monthly: In- 
formal reports may be made in written or verbal form at anytime. Having 
presented a report, he then explains, interprets, and evaluates it, and suggests 
action. 

2. Standards: He prepares standard manufacturing costs by assembling necessary 
data, discussing them with line and staff supervisors, and presenting them in 
prescribed form. He participates in the evaluation of proposed standards prior 
to their adoption. 

3. Budgets: He assists responsible supervisors in preparation of their budgets 
by furnishing the required format, providing historical data, calculating and 
summarizing as required, and maintaining controls throughout the budget 


4. ientarinn He prescribes the method for taking physical inventories of raw 
materials, supplies, and in-process and finished goods. He audits the work of 
operating personnel in taking such inventories. He applies costs to quantity 
recotds, and resolves discrepancies. 

5. Bookkeeping: He prepares journal entries for the purpose of dosing the 
plant books monthly and assists in resolving the trial balance for preparation of 
financial statements. He may maintain subsidiary ledgers as assigned. 

6. Special Analysis: He assembles operating cost data as may be required for 
special reports requested by any members of plant management. 

7. Economic Studies: He assembles operating cost data and prepares compre- 
hensive studies indicating the economics of new or altered products, processes, 
and facilities. He may prepare these reports as he deems necessary or at the 
request of any member of management. He also reviews capital appropriation 
requests to establish return on investment in a manner consistent = ctepathe 
policy. In all cases, timeliness is of utmost importance. 

8. Systems: He designs and installs clerical methods and procedures for the 
work of his section, calling upon the technical assistance available from other 
accounting groups. 

9. Conferences: He attends formal and informal meetings of operating and staff 
managers to maintain his own knowledge of current conditions and to furnish 
financial information as required. 

10. Liaison: He resolved questions and problems between his operating area and 
other sections of the accounting department, such as payroll, accounts’ payable, 
property, and other cost sections. 

ll. Training: He trains his employees in their work, and other employees in 
activities which affect the work of his section. He conducts training classes for 
all accountants in accounting practice and process knowledge. 

12. Administration: He supervises the work of any employees assigned directly 
to him, recommends employment, discharge, and salary changes, and maintains 
high standards of conduct, housekeeping, and morale. 
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WHAT TECHNICAL AND PROFESSIONAL SKILLS DOES A COST ACCOUNTANT NEED _ 
FOR PROPER PERFORMANCE OF HIS DUTIES? * 
s 


1. Education: He must have wide general background knowledge gained from 
adequate formal education, in order that he can quickly grasp the importance — 
of any circumstance or set of facts, and so that he will know where to look for 
the information he needs. He must be thoroughly familiar with cost 

theory and practice, and have at least an intermediate knowledge of 
accounting theory and practice. Such education is sometimes gained by indi- 
vidual study, correspondence courses, and technical conferences. Most often, 
however, it requires a formal college degree supplemented with special outside 
study equivalent to a year of graduate work. 

2. Communications: He must be skilled in the presentation of facts so that he 
will be completely understood. This requires him to be a persuasive conference 
participant and an effective public speaker. He must be able to write clear 
concise, and readable reports. He must be able to design charts and tables of 
figures in such a way that they convey information effectively. In short, he must 
be skilled merchandiser of his results and viewpoints. 


3. Information: He must acquire and maintain a broad fund of plant and 
corporate information. He must be generally familiar with the manuf. 
processes and service functions of the entire plant, sufficiently so to explain 
them to others. He must be specifically informed on the manufacturing proc 
esses of his own area, so that he can speak the technical language used. He 
must be able to quote from memory the important operating data, such as 
speeds, capacities, reactions, unit costs, consumptions, yields, and financial re 
sults. He must know the names of all supervisory personnel in his area, and 
they must know his. He must know the name of each corporate officer and 
department head, and be able to describe his functions. He must be thoroughly 
familiar with the functions of each of the plant and corporate accounting sec 
tions to the extent of being able to explain them to non-accounting employees. 
He must understand the basic plant bookkeeping procedure, including the name 
and function of each standard journal entry and its effect on the financial 
statements. 

4. Analysis: He must have an analytical mind, easily perceiving the important 
elements of a problem, and drawing related items together to form conclusions. 
He must be skilled in analysis of clerical work as well as in analysis of financial 
data. 

5. Methods: He must be able to design and install systems and procedures for 
accounting operations. He must know how to use work simplification techniques 
to improve clerical efficiency. He must know the operation of the i 
mechanical data processing devices, and how to get further detailed information 
when he needs it. 


6. Work habits: He must be able to concentrate on a given task, regardless of 
office hours or personal comforts, increasing the tempo of output as necessary to 
meet assigned deadlines. He must know how to tackle the job in such a way a 
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to bring it to a conclusion in the quickest and most efficient manner, without 
making unnecessary work for himself or for others. 

7. Supervision: He must be able to supervise the work of others, obtaining 
prompt and efficient results with high morale. 

8. Experience: Adequate skills for proper performance of duties cannot usually 
be expected with less than five years of working experience after completing 
a thorough formal education. 


WHAT PERSONAL ATTRIBUTES DOES A COST ACCOUNTANT NEED TO 
PROPERLY PERFORM HIS DUTIES? 


1. Intelligence: He must grasp the point quickly. 

2. Initiative: He must be a self-starter, seeing what needs to be done, and finding 
ways of doing it. 

3. Imagination: He must create ideas in methods of cost control, methods of 
work accomplishment, and methods of presentation. He must be ingenious in 
attaining desired objectives. 

4. Integrity: He must be thoroughly honest, both in financial matters and in 


conveying information. He must carefully guard the confidential information 
with which he works. 


5. Interest: He must have enthusiasm for his work, for the work of his assigned 
area, and for the work of the corporation. He must be inherently curious. 


6. Determination: He must stick to his point when right, and see every job 
through to a satisfactory conclusion. 


7. Tact: He must be able to persuade others to willing action, without undue 
antagonism. 


8. Judgement: He must survey all the factors of a problem and evaluate their 
relative importance. 


9. Adaptability: He must be able to change pace from one assignment to an- 
other. 

10. Loyalty: His primary consideration must be the prosperity of the corporation. 
11. Commercial sense: He must have a nose for profit as well as a nose for the 


grindstone. 


WHAT MOTIVE DOES THE COST ACCOUNTANT HAVE FOR HIS ACTIONS? 


Since all corporate activities are translatable to the common denominator of 
the dollar, the cost accountant must work with information from many different 
sections of the company. He uses this information properly only when his 
motive is the improvement of the corporation as a whole. With proper motive, 
he creates confidence in himself and in his work. He functions as the corporate 
conscience. 
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Training Through Regular Work @ ‘ 


In order to meet such goals as these, some formal assistance is necessary, 
Our basic philosophy is on-the-job training, closely followed by helpful super. 
vision. We want to make developmental opportunities available but to en 
courage individual initiative in making use of these opportunities. 

Regular work is the best training device ever invented. Accountants neti 
unique opportunity to train themselves in management thinking with their 
regular work; in fact, they have an advantage in this endeavor which no other 
staff group enjoys. They have the assigned duty of drawing the picture of the 
business as a whole. They have the opportunity to collect and present the in- 
formation on which the manager must base his decisions. And if they go about 
their work with the manager's viewpoint foremost, they can learn a great deal 
about the job of management. 

Many regular accounting jobs require management thinking in the very act 
of preparation. Take a budget for example. How can you prepare next year’s 
budget without a concrete mental picture of what is going to happen next year? 
How can an accountant come into closer contact with a manager's thinking than 
by prodding him into preparation of his budget? How can a “three-eyed” 
accountant prepare a budget without thinking like a manager? A wide number 
of the regular accounting jobs are, in themselves, training in management 
thinking—standard costs, projections of results, special studies, analyses, in- 
ventories—everything which affects the business can be more useful if it is 
imbued with management thinking. 


—And Special Assignments 


However, no matter how we dress it up, pressing routine is a great killer. of 
initiative. An accountant must constantly fight against being submerged by the 
pressure of urgent chores. His boss can help keep him on the straight and nat 
row road of management thinking by seeeing to it that he has tasks to @ 
occasionally which are outside of his normal routine. Special assignments, ® 
training devices, can be of several major types: new or unusual accounting jobs, 
routine chores which are new to the accountant assigned, or non-accounting 
assignments in which the accountant acts as deputy for one of his superions 
or comes into contact with a wider circle of employees. 

-Many examples are available of new or unusual special assignments. A 
inquiry from the sales department about the estimated cost and return on i 
vestment of a proposed new product provides a top cost accountant: with s 
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week-end’s recreation and simultaneous exercise in management thinking. A 
plant requirement that all justifications for property additions must be pre- 
pared or checked by the cost accounting section provides a frequent diversion 
from routine operations. The controller's request for a report on next year’s 
state unemployment insurance payment requires research, new personal contacts, 
and management thinking. 

This is an era of.consultants. If there is any advantage in that profession, 
it is the avoidance of continued routine by jumping from one job to another. 
Our accountants are often in a position to do valuable consulting jobs within 
their own organizations. One of our cafeteria managers, for instance, asked 
for some help in straightening out his operations. We assigned a cost account- 
ant for a two-week period. We didn’t take the accountant who normally pre- 
pares our cafeteria report; we took a man from the other end of the plant who 
was a complete stranger to the cafeteria and its operations. This gave the 
cafeteria manager what he needed—a focal point, a perspective, an excuse for 
paying specific attention to the causes of poor operations, and an independent 
brain and arm. Between them, the manager and the accountant improved 
operations in that two-week period to everyone's satisfaction. And the account- 
ant now knows a lot about managing a cafeteria. 

Once the vice president for manufacturing asked for an analysis of extra 
operating costs experienced during a major construction period. This job called 
for continued alertness to all effects of construction on operations. The factors 
might change each month. We gave the assignment to the utilities cost account- 
ant for the simple reason that he normally was limited in his contacts. On this 
job he had to touch base with all cost sections to prepare a monthly report 
based wholly on management thinking. 

In the most prosaic area of routine chores, much opportunity for valuable 
training lies hidden. Once we had an emergency shortage of punched card 
machine operators. Several were out at one time and the work had to go on. 
We could have hired a temporary experienced operator or worked everyone 
overtime or used a former operator who was now an accounting superintendent. 
Instead we picked one routine job of high volume involving a little key punch- 
ing and a good deal of repetitive tabulation, and put one of our inexperienced 
accountants on it. He had never pushed a start button before. It took him two 
days to learn the job. At the end of two weeks he had gotten us out of a bad 
spot with our work-load, had made several suggestions for improving the routine 
operation, and had learned a lot about machine work. 

Physical inventory of finished goods is good training for men who work 
normally with process operations. Distributing pay checks helps widen the 
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would like to be acquainted. 


Outside of tasks of a strictly accounting nature, there are still opportunities — 


for special assignments which will help diversify an accountant’s influence and 


develop his initiative. Every organization has its employee-centered activities, — 


An accountant can be a committeeman for the United Fund drive, reporter 
for the plant newspaper, or office representative on the central safety committee, 
He can be treasurer of the credit union, or of the employee’s recreational asso 
ciation. He can organize the children’s Christmas party, guide visiting Rotarians 
on a plant tour, or speak to the teachers on business-education day. All such 
assignments serve to create an attitude of organization interest, which is the 


way managers think. 


Classwork, Too — By Our "Student" Faculty 


Another major approach to development of management thinking is through 
education and training. Our accounting departments hold weekly classes at 
tended by all accountants, scheduled for an hour and a quarter in length. The 
general areas of subject matter are accounting procedures, plant operations, 
corporation finance, and management information. The individual topics are 
highly diversified; we cover everything from pay check preparation to operation 


of a production machine. As examples, here are the subjects from a recent 


schedule: 
The chemistry of nylon Economic evaluations 
Accounts payable by punched-card Return on investment 

methods Flow charts of our chemical operations 
Instrumentation Our power house and its products — 
Corporate financial statements Accounting for returnable containers 
Functions of a systems and procedures Operations research 

section Electronic computers j 
Processes for texturizing yarn Stores accounting 4 
The corporate .nsurance program Our board of directors 
Property accounting Method of estimating financial reall 
Our customers Analysis of annual reports zd 
Our competitors Pressure vessels 


At first we tried the technique of assigning each accountant the responsibil 
of obtaining a speaker for the subject selected. We abandoned this as 
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personal contacts of accountants with managers. Checking property equipment — 
piece tags increases the management perspective. Even extending stores with 
drawal slips can reveal uses of material and supplies with which a manager — 
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as it became apparent that, by using visiting speakers, we were losing one of the 
principal advantages of the activity—the advantage of training the accountant 
to prepare and present the subject matter himself. Now each responsible 
accountant is his own speaker. If he doesn’t know his subject, he learns it 
before he speaks. Subject assignments are prepared six months in advance and 
are obtained largely from suggestions made by the accountants themselves. As 
a result of one suggestion, we recently added a second responsible accountant to 
the leadership of each class. He is assigned to open the meeting with a five 
minute talk on “What's New?” and presents recent changes in plant activity, 
organization, and management decisions which are of proper concern to man- 
agement thinkers. 

We feel that these classes are important devices in management training. 
They enable all of our men, scattered throughout the plant, to feel a unanimity 
of purpose. Through diversified subject matter, they enable us to remind all our 
accountants of the breadth of scope we expect them to attain. They provide 
opportunities to practice public speaking, program presentation, and effective 
communications. Last and least, they convey information. 

Our class work is supplemented by circulation of study material in the form 
of articles and excerpts from management publications. A copy is provided 
for each accountant for his individual study and for his own library of training 
material. These articles may form the subject matter of regular or special train- 
ing classes. A list of typical titles, illustrating the breadth of subject matter, 
follows: 


Your writing can get action Paper: The modern industry burden 
Never overestimate the power of a Business grammar 

computer You can get your ideas across 
The art of clear thinking How to develop ideas > 
Cultivating your bright ideas Teach yourself management skills 
It's cost shearing season again Get action from your decisions 
Listening to people The long hard fight to control over- 
Giant molecules head costs 


Supplementary Training 


Classes are only one means for education and training, of course. College 
supplements are undertaken by a number of our men. Evening courses in ac- 
counting are available at junior colleges and university extensions. Correspond- 
ence courses are used to good advantage. Valuable training is offered by our 
own personnel department in such evening courses as report writing, effective 
speaking, reading improvement, and plant orientation. And on-the-job coach- 
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ing from experienced men, is perhaps the most effective education of all. We 


try to provide educational opportunities, but we leave the acceptance of such 
opportunities to the individual. We cannot make the horse drink, but we 
can hold forth the expectation of management attitude and management educa- 
tion as the goal we expect of our successful accountants. 

Another major area for individual development is professional, civic, and 
community activities. An accountant who successfully fulfills responsibilities 
outside the plant is bound to develop a management attitude by virtue of the 
fact that he represents the plant in his outside contacts. Membership in a civic 
organization will strengthen his interest in his company's public relations. Work 
on a community project helps to strengthen his perspective in organization and 
accomplishment of any assigned task. Several of our accountants have found 
particular usefulness in serving individually as the financial representatives of 
an agency in its relations with the Community Chest or United Fund. We have 
been amazed at how far a little genuine interest and accounting ability will go 
in improving the financial reputations of fund agencies. A man who has been 
successful in such a relationship becomes “Mr. Corporation” to outsiders rather 
than “Mr. Accountant.” This is bound to increase his management thinking. 


Informed Accountants Working "On Location" 


In summary, we have only one aim with our present program—to increase 
and intensify it and to make it more effective. We are thoroughly convinced 
of the advantages of the basic organization. From the line manager's point of 
view, it gives him a useful channel of communication on the financial side of 
the business. It gives him a wide-awake, hard-hitting staff assistant—for free! 
It gives him a voice in reports which are made, and a first chance with necessaty 
explanations. 

As far as the controller is concerned, he is interested in reports that are 
well designed and uniform, and which are completed promptly so that con 
solidation schedules «an be met. With accountants in the control organization, 
he is in a position to set standards for both timing and form of financial re 
ports. Even more important is his interest in the usefulness of financial data 
for expressing intelligently the actual state of operations and inventories. With 
this type of organization, he can feel that his information comes from the basie 
operation. 

The general auditor likes the organization, too, since it provides eyes and 
ears at outposts throughout the corporation, trained to be alert for possible it 
regularities in inventories, payrolls, or cash handling. 
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The accountants, themselves, like the arrangement because of the opportunity 
for personal development. Accountants can be moved from one area to another, 
thus enriching their individual experience, rejuvenating their enthusiasm, and 
making them more valuable to the corporation. They enjoy the stimulation of 
management contacts and the opportunity for varied promotional opportunities. 
They are not reluctant to work hard because they know a lot is expected of them. 
Most important, they feel they are of real value to the success of the business— 
and they are right! The accountant who thinks like a manager will be accepted 
by the managers, and will have an opportunity for real and substantial contribu- 
tion to corporate success. 





Promote From Within 
by PAUL SHERWOOD* 








M** COMPANIES pride themselves 

on their records of promotions 
from within their organizations. You 
may see institutional advertising list- 
ing the top level executives with com- 
ments such as: “started as mail boy 
1909” or “stock clerk in 1923, now 
president.” This type of growth policy 
is admirable and certainly desirable 
to maintain interest and enthusiasm 
among promising employees and ex- 
ecutives “on their way.” Good men 
must be kept moving up the ladder if 
they are to remain in the organization. 
How does the accounting department 
measure up in this respect? Do we 
keep our good men moving up? 

Let’s take an oblique look at an 
average accounting department in a 
moderate-sized industrial plant. On 
top of the organization chart is the 
controller, possibly a man who came 
up from the ranks, with long service. 





On his staff we may find key men such 
as: general ledger accountant, cost ac- 
countant, tabulating supervisor, billing 
supervisor, procedures man, payroll 
supervisor, accounts payable supervis- 
of, property accountant or some com- 
binations of these and others, These 
men are, more or less, specialists. The 
controller is a generalist. He must be. 
His interests span the entire organiza- 
tion. He is not only concerned with 
accounting records and routines. He is 
a contributing member of manage- 
ment with a stake in every activity of 
the business, sales, engineering, pro- 
duction, and other. Who will replace 
him? One of the specialists? 

Perhaps we'll be lucky. Perhaps, 
among these specialists, we will find 
one with some general background in 
other areas of accounting. Then per- 
haps not. These men may have all 
been promoted from within their own 
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particular departments or fields. One 
of them must make what has been 
called the ‘‘vital shift,” the shift from 
a specialist to a generalist. Those who 
have made this change-over regard it 
as many times more challenging than 
the earlier shift from a clerk to a su- 
pervisor. 

Suppose the specialist is not pre- 
pared for this new broad-scope view, 
can't look beyond the accounting de- 
partment, finds himself concentrating 
on those areas familiar to him, losing 
himself in bookkeeping detail, oblivi- 
ous of his over-all management re- 
sponsibilities. Not only will he suffer 
but the entire accounting operation 
may fall into disrepute because of his 
inadequacy. As this happens, good 
men may desert him, compounding his 
problems. 

It follows, then, that our specialists 
must be guided, trained and encour- 
aged to become more general in their 
views and acquire a broader scope 
while they are coming up. At least 
one (but preferably several) should 
share the controller's participation and 
responsibility in his management func- 
tion, working with him on manage- 
ment problems and attending manage- 
ment meetings with him. He (or they) 
should serve their management “‘ap- 
prenticeship,” to borrow a phrase, un- 
der the direction and guidance of the 
incumbent controller. In this way, at 
least one of them may be ready to take 
over when a better opportunity presents 
itself to the controller or when he 
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retires. 


have rather narrow backgrounds. Many — 


tabulating supervisors have spent their 


entire careers in the tabulating room, 
Many billing supervisors are not ac 
countants at all. To what next job can 
such men be promoted? How is their 
interest to be maintained? Are they 
to be allowed to think they are at the 
end of the promotion line? I hope 


not, because every employee who has — 


reached the apex of his promotional 
potential becomes a “roadblock” for 
promising young people below him. 
If he doesn’t move, no one else can 
gain the experience of his job in mov- 
ing up through it. 

Why not rotate promising super. 
visors in parallel fields of interest? 
For instance, rotate the billing super- 
visor with the stockroom or shipping 
supervisor or perhaps with the order 
writing supervisor or traffic manager. 
Another possibility is to move the 
tabulating supervisor into the methods 
section to broaden his background. A 
procedures man could rotate with staff 


personnel in other operating depart 


ments. Good men must be kept mov- 
ing or risk stagnation. How well does 
your accounting department meet this 
challenge? If our future controllers 


are to come from our present account 


ing supervisors, let us have a definite 


living program of advancement to pre 


pare them better for the future 9 
that they may become better leades 
than their predecessors. 


{ 


N.A.A. BULL 


What of the other specialists? Some 3 
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Inflation — Present and to be Accounted for 
by WILLIAM HUIZINGH 


rr accounting has developed into its present form in response to 
the needs of management. During the four and a half centuries which 
have passed since the evolution of double-entry bookkeeping, accountants have 
developed conventions derived from experience, upon which financial statements 
are based. The advent of the large, publicly-held corporation, featuring division 
of ownership and management functions, introduced into accounting practice 
the factor of reporting to absentee owners, but primary emphasis continues to be 
placed on the importance of accounting reports for management. There appears 
to be no basic conflict between the needs of management and those of other 
interested parties; the mutual need is for information which will aid in an 
evaluation of past experience and will serve as a guide to future action. 

If we were to attempt to locate the art of accounting in our overall field of 
knowledge, we would probably conclude that it is most closely identified with 
economics and statistics, since its subject matter is economic in nature and its 
techniques—recording, classifying and summarizing—are largely statistical. Its 
purpose is to portray economic reality in quantitative terms, to provide visible 
evidence of economic transactions and events. To be reliable and useful, data 
contained in accounting reports must be developed within the framework of 
two broad standards: 

1. The events recorded must be economically significant and depend- 
ably objective. 


2. The statistical techniques employed must be sound, that is, methods 
used should not introduce into the data any bias or distortion which 
might impair the validity of end reports. 


Reasons Given for Avoidance of the Problem 


Among the conventions which accountants have adopted is the assumption 
that fluctuations in the value of money may be ignored, that changes in the 
purchasing power of the dollar are not significant economic (and hence ac- 
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counting) quanta. This is not to suggest that accountants and managements are 
unaware of the magnitude of the erosion in the value of money which has taken 
place within the last two decades. The recert inflation has been accompanied — 
by a halving in the value of the dollar in a ms.xer of a few years; accountants 
are not blind to this obvious fact. But adherence to the “monetary convention” 
has been defended by many leaders in the profession who apparently believe 
that statements prepared in accordance with such a postulate do disclose eco 
nomic data in a significant manner. 

Specific defenses of current practice have been based on a number of widely 
divergent and often unrelated arguments. Some proponents point to past ex 
perience, claiming that fluctuations in the value of money tend to neutralize 
themselves in the long run, that the effects of today’s inflationary state will be 
offset by those of tomorrow’s deflation. That this point of view is at odds with 
the facts is immediately apparent. Fluctuations of the price level have not been 
moderate; they have been so material that failure to take cognizance of them 
would surely lead to enterprise disaster. Further, over an extended period of 
time prices have demonstrated an upward trend, and there is every reason, in 
view of generally accepted governmental fiscal and monetary policy, to expect 
that this inflationary bias will continue indefinitely. The truth is that our mone- 
tary unit is not stable and is not likely to be stabilized in the foreseeable future, 

Another argument frequently heard is that business managements clearly 
recognize the problem of rising prices and that, accordingly, their decisions are 
modified to reflect the impact of inflation. In reply, it can be pointed out that 
intelligent guesses based on general knowledge of economic conditions should 
not be substituted for rational decisions based on systematic analysis of available 
data. In addition, it should be noted that, even if management had no need 
for data adjusted for price level changes, many investors would not be ia 
a position to gain the judgment necessary to evaluate the effects of inflation, 
and hence would benefit from the availability of additional information. 

A surprising number of authorities, in criticizing the idea of price level 
adjustments, express vehemently the conviction that what is proposed consti 
tutes a clear-cut deviation from the generally accepted accounting concept of 
incurred cost. Coupled with this denouncement is the claim that adjusted data 
are lacking in objectivity. By contrast, it is our contention, as will be developed 
in greater detail later in this study, that only through an adjustment of raw data 
can financial statements be prepared which contain information essential © 
decision-making. While admitting the need for reports developed in the com 
ventional manner, we will argue that, as guides to action, such statements aft 
incomplete and in some respects tend to mislead and delude. Supplemental 
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statements which incorporate the effects of price level changes are essential to 
full disclosure. 

Perhaps the most significant criticism of price level adjustments that has yet 
emerged is the point that the law and the courts have not recognized the prob- 
lem. This fact poses difficulties with regard to contracts, dividend policy, and 
capital maintenance and especially in the matter of income tax calculation. 
There can be little doubt that legal considerations will delay the widespread 
use of data adjusted for price level changes. If, however, accountants are to 
perform those functions for which they are, through education and experience, 
best qualified, then in the discharge of their duty they must perforce influence 
the direction of legislation and judicial interpretation. Accountants claim to be 
experts in the measurement of business income; it follows that the profession 
should advise legislatures and courts rather than become blind disciples of 
bureaucratic ignorance. 

Other objections to price level adjustments that one occasionally hears— 
that confusion and uncertainty will result and that accountants are not prepared 
to apply the necessary statistical techniques—are hardly worthy of notice. Surely, 
if more significant and meaningful reports can be presented by using adjusted 
data, confusion and misunderstanding which now exists may be overcome. And 
if the profession finds that its members must master the art of statistics in order 
to perform an important public service, this, too, can quite readily be accom- 
plished. 

A final criticism of price level adjustments which we shall note is that of 
the validity of index number series which are available. We should observe 
immediately that any average may be imperfect as a representation of the popu- 
lation from which it is derived, but this fact does not vitiate the final product 
when the alternative is unadjusted data. Any correction is to be preferred to 
ignoring the problem. We shall return to the matter of index number selection 
later in this paper. 


How Unadjusted Dollar Data Mislead 


Returning to the two standards set already forth for usefulness of accounting 
data, we shall now evaluate current accounting practice and the above criticism 
in the light of these criteria. First, we may ask, are the transactions with which 
the accountant concerns himself economically significant and dependably objec- 
tive? To this question there can be but one answer—an unqualified “yes,” 
Through the years, as has been noted, the accounting profession has developed 
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conventions and practices which have been validated by the tests of usefulness — : 
and practicability. Perhaps the most significant of all of these concepts is that ~ 
of cost as the basic measure of economic potency. How better to determine the 
value of an asset than to measure it in terms of the exchange price agreed upon — 
by two self-interested parties engaged in an arms-length transaction? Certainly, — 
this is the épitome of economic significance objectively determined! 

Turning to our second standard, we may now inquire whether the statistical 
techniques employed by accountants are sound. Investigation quickly discloses 
that accountants, having accurately recorded the cost of assets acquired—an 
impeccable statistical procedure—immediately forget that cost is something more 
than a mere number and, ignoring changes in the purchasing power of the 
monetary unit, assume that the recorded figure continues to be representative of 
the economic potency which it so accurately and satisfactorily measured at the 
moment of exchange. Consequently, in the subsequent preparation of income 
statements, accountants treat dollars of revenue which are expressed in units of 
relatively current value and dollars of cost of varying vintages, as though they 
were statistical equivalents. Some of these costs—wages, services, taxes, and 
the like—are also quite current; others, especially merchandise costs, are ex- 
pressed in dollars of rather recent origin but sufficiently remote that distortions 
may occur, especially during periods of rapidly rising prices; still other costs, 
of which depreciation is the prime example, may be brought into the income 
statement expressed in dollars of as much as fifty years earlier. A similar mix- 
ture of dollars of varying purchasing power may be found in the typical posi- 
tion statement. 

That a dollar is not a stable unit of measurement is all too apparent to any- 
one who has lived through the last two decades. Our experience with Series E 
bonds will prove the point adequately! After all, money is worth only what 
it will buy; it has no intrinsic value. It represents general purchasing power 
in a storable form. Dollars received or paid, as well as dollars of cost and 
revenue which originated at different points in time, can properly be compared 
only if there has been no significant change in purchasing power during the 
period or if the raw data are adjusted for the change. By deducting from cur ~ 
rent dollars of revenue a summation of costs expressed in dollars of various 
previous periods, one can arrive at a number. But what this aumber represents, 
even Solomon with all his wisdom, could not have known. Of one thing we can 
be certain. The number does not express income in current dollars. 

Not only does the use of unadjusted data result in lack of comparability of — 
revenue and cost figures; in addition, the validity of relationships among position . 
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statement balances is destroyed because of the mixing of cash, receivable, liabili- 
ties, and the like, expressed in current dollars, with a hodge-podge of various 
past-period dollars representing inventory, plant, and equipment. Since the 
stockholders’ equity account is a kind of residual balancing figure in the position 
statement, a question arises as to the significance of the number there displayed 
which reflects the net result of many charges and credits of heterogeneous 
dollars. 

If, therefore, as appears quite obvious during inflationary periods, real net 
income is overstated because of failure to adjust costs to a common-dollar basis 
and if, further, real stockholders’ equity is understated because of failure to 
restate the costs of certain assets in terms of current dollars, then the significance 
of the best available measure of business success—rate of return on capital 
invested—has been seriously impaired if not wholly destroyed. Under inflation- 
ary conditions, the lack of commensurability of income and capital results in a 
strong upward bias in apparent rates of return. 


An especially misleading presentation of accounting data is that of compara- 
tive income and position statements, or excerpts from them. Typically, a ten- 
year comparison of financial highlights is presented in published reports. Under 
current practice, each year’s data are expressed in part in dollars current at that 
time and in part in past-period dollars. But the reader of such a report almost 


unconsciously thinks in terms of today’s dollars; the unwary are likely to mis- 
take purchasing power changes for real growth in a situation in which physical 
volume and real income are, in fact, unchanged. There can be little doubt that 
comparative data must be expressed in terms of a common denominator if they 
are to avoid being misleading. After all, the very use of the word “comparative” 
suggests to the reader that the figures are truly comparable! , 

Recognition of the necessity of adjusting quantitative data to a common basis 
is not lacking in our economy. We would all be shocked if the Department of 
Commerce failed to convert gross national product and national income statistics 
into constant dollars. We are familiar with “cost-of-living” adjustments which 
have become a feature of labor-management contracts in some industries. The 
accountant is neither unaware of the importance of systematic conversion nor 
ignorant of the procedures involved. Witness his meticulous conversion of the 
account balances of foreign branches or subsidiaries so that they may be com- 
bined with the domestic monetary unit in which the accounts of the home office 
or parent are expressed. That this procedure is both appropriate and essential 
to accurate reporting should be apparent. 
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From the foregoing discussion, we may conclude that financial statements 
prepared during periods of changing price levels lack some of the economic 
significance which they possess during periods of monetary stability. What is 
recommended in this article is not a departure from the concept of incurred 
cost; rather, we suggest a departure from the use of the unadjusted monetary 
unit as a measure of cost, the better to prepare supplementary reports for man- 
agement and stockholders which reflect economic reality and which provide the 
information essential to decision-making. Such a change does not imply sub- 
jective projection into an unknown future or a denial of the significance of 
objective evidence in accounting; it does suggest the need for simple arith- 
metical accuracy, which embraces statistical soundness. 


Effects of Inflation on Current Monetary Accounts 


We now turn our attention to the effects that price level changes exert on the 
various types of accounts which comprise financial statements. For this purpose, 
we must focus our attention on the extremely important distinction between 
monetary and nonmonetary accounts. Monetary accounts in the position state- 
ment are cash and other balances which represent a claim to our obligation to pay 
a fixed sum of money. All other position statement accounts are nonmonetary. 
The income statement, too, is influenced by this dichotomy, since some of the 
factors which enter into income determination are monetary in character, pri- 
marily revenues and out-of-pocket costs, whereas others, notably cost of sales and 
depreciation, are nonmonetary. As one authority has observed: 

“. . . . the very essence of the general problem of ascertaining the 
effects of price level changes on financial statements is the measure- 
ment in some reasonably consistent manner of transfers in both direc- 
tions between monetary and nonmonetary accounts.” (Ralph Coughe- 
nour Jones, American Accounting Association, 1956, Effects of Price 
Level Changes on Business Income, Capital, and Taxes, p. 9). 


Current Monetary Accounts 


In general the classification of current monetary accounts includes all current 
assets other than inventories and all current liabilities, though, as we shall 
observe presently, there may be a reasonable doubt that all these accounts are 
purely monetary. The dollars recorded in monetary accounts are real dollars,” 
that is, they are homogeneous units. Dollars in the bank are always current 
dollars; a given dollar may command more or less goods at different points in 
time—hence, we may say that its value changes over time. But at a partiosags 
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moment any dollar has precisely the same value as all other dollars, no matter 
when it was acquired and no matter what it cost. Cash balances are continu- 
ously and automatically adjusting themselves so that they are always expressed 
in current dollars. 

Similarly, receivables and current liabilities, being, respectively, claims to and 
obligations to pay fixed monetary sums, are always stated in current dollars 
without adjustment. These balances will, in the normal course of events and 
in the short run, be converted into cash or be liquidated by the payment of a 
fixed number of dollars, regardless of the value of money at the settlement date. 

The status of marketable securities as monetary assets may in some cases 
require qualification. If the investments under consideration are government 
bonds or notes which will mature within the coming year, and hence will be 
converted into a specified number of dollars, no doubt exists: the item is purely 
monetary. However, in cases in which the securities are government bonds 
which will be disposed of in the market, the amount realized may be a sum 
which is different both from the cost and maturity amount, since these issues are 
priced on a yield basis and their market values may fluctuate quite widely in 
response to interest rate changes—changes more often brought about as a result 
of government monetary policy than through the market mechanism. To the 
extent that market fluctuations do affect the amount of cash into which the 
securities are converted, such investments are nonmonetary in character. Since, 
however, the investments here being considered are short-term by definition, 
we may conclude that treating them as monetary balances will not do violence 
to our general concept. 

Current assets in the form of investments in stock, too, are often somewhat 
mixed accounts. Preferred stock investments, being money claims, do not pose 
a serious problem, though market speculation may induce substantial price 
fluctuations. In the case of investments in common stocks, there is a serious 
doubt that classification as monetary assets is appropriate, since these securities 
do not represent a claim to a specified sum of money and their market prices 
often move over a wide range. Since, however, few enterprises hold common 
stock investments as “marketable securities,” the problem may, as a practical 
matter, be ignored in most cases. 

On the liability side, too, some problems arise. A particularly difficult account 
to classify is “advances from customers.” Whereas nearly all other liabilities 
ate normally extinguished by cash settlement, advances are satisfied through 
delivery of goods or performance of service. Since inventory accounts, which 
will later be affected by the transaction, are nonmonetary, there seems to be 
some justification in regarding advances as nonmonetary, too; the fact that the 
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real value of inventories may properly be regarded as unaffected by price of 
changes adds credence to this position. On the other hand, advances are of 
times settled by the remittance of cash, and, in most cases, little time a; 
between the date on which the deposit is made and ihe goods are ¢ ny 
In a few instances notably in the case of publishers of periodicals who ace the 
long-term subscriptions, this matter becomes crucial. For the typical indu cor 
or commercial enterprise, however, the amounts involved are probably for 
material. z res 
As monetary balances automatically adjust themselves to changing price sin 
levels, their real values change along with variations in the value of money. mat 
Accordingly, we can properly say that gains and losses on monetary bela ven 
are inevitable during periods of inflation. Purchasing power losses occur duc 
holding monetary assets during a period of rising prices; gains are made i” rece 
liabilities, since the retirement of debt in a manner advantageous to the , No 
obviously gives rise to a gain—in this case by paying dollars representing a reali 
smaller amount of purchasing power than would have been required had credit asset 
not been extended. The rate of loss or gain on monetary accounts is the — curr 
as the rate of price level rise. resul 
The fact that losses on current monetary assets and gains on current liabilities avoic 
occur simultaneously during inflation suggests that they should be offset and 
purchasing power changes computed on the difference between them. The Efe 
balances in question are closely related; the assets are held in monetary fom 
primarily to meet liquidity needs occasioned by the existence of the liabilities Ne 
Depending on the dollar amounts of current monetary assets as compared to as a 
current monetary position, any departure from a hedged position implies # inves! 
willingness to speculate on the probable direction prices will move. If 4 tered, 
hedged position is maintained, purchasing power gains or losses cannot ocaih Hof ag 
regardless of the movement of prices. If either a long or short position is which 
maintained, either gains or losses are inevitable except in the unlikely Rigi 
that the price level achieves perfect stability. We recognize, of course, be - 
difficulty of achieving and maintaining a perfectly hedged position in view of | 
the many commitments involved. However, since the risks involved in t 7. 
a nonhedged position in currency are not inherent business risks and i mc 
largely be avoided, there appears to be a presumption in favor of excl ferred 
purchasing power gains and losses from the computation of operating i held ir 
and recognizing them in the income statement as a separate factor, if at all” ing po 
The question of whether or not purchasing power gains and losses shouldte § Under 
reported in supplementary income statements hinges on the matter of re the sto 
inflatio, 


tion. We must answer the query: when does realization occur? Does real 
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of gain or loss on a particular asset depend upon its conversion to another type 
of asset? For example, must cash be expended before we may properly regard 
a gain or loss associated with a minimum required bank balance (or, for that 
matter, a normal minimum level of receivables and payables)? In our opinion, 
the kind of thinking which suggests questions of this type is overly oriented to 
consideration of particulars. In a practical business situation, we do not account 
for specific dollars by their serial numbers; rather, we are concerned about the 
results of the total activities of the enterprise. Further, it may be argued that, 
since cash is general purchasing power, realization immediately and auto- 
matically takes place in money balances when the price level changes. Con- 
ventionally we recognize revenues and expenditures when they have been re- 
duced to cash or to cash claims. There appears to be equally good reason to 
recognize purchasing power gains and losses when they occur in these accounts. 
No purpose would be served by attempting to segregate realized from un- 
realized portions, especially in view of the rapid turnover of the types of 
assets involved. Of this we may be certain. Emasculation of capital because of 
currency deterioration is a real economic fact which must be recognized if the 
results of enterprise activities are to be presented fairly. The accountant cannot 
avoid this responsibility. 


Effects of Inflation on Non-Current Monetary Accounts: 


Non-current monetary assets are relatively rare and are not very important 
as a proportion of total assets in the typical firm. Long-term receivables and 
investments in bonds and notes of affiliated companies are sometimes encoun- 
tered, and clearly are monetary in character. Investments in the capital stock 
of affiliated or subsidiary companies are clearly nonmonetary, since the claimis 
which arise cannot be expressed as fixed dollar amounts. In some instances, 
even investments in the preferred stock of and advances to subsidiaries may 
be substantially nonmonetary if they reflect a portion of the total control and 
there is no intent on the part of the parent to convert the claims to cash. 

In cases in which an enterprise has received funds through the issuance of pre- 
ferred stock or long-term debt contracts and the funds are temporarily being 
held in liquid form pending their investment in plant, it is clear that purchas- 
ing power losses on the assets anid gains on the equities are closely related. 
Under such conditions, the enterprise cannot realize net gain or loss; in effect 
the stock or bondholders are directly absorbing any loss which may result from 
inflation. A similar line of reasoning may be applied to the situation where 
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cash and securities are accumulated in a sinking fund to provide the w 
withal for preferred stock or bond retirement. Again it is obvious that t 
items are related and that, at least in part, the company is in a hedged posit 
The most serious problems of purchasing power gains and losses in anak” 
current monetary accounts revolve around long-term debt. The realization quem 


tion here is a difficult one. Consideration of these problems will be defen 


to. the final section of this article. 


Inflation and Inventories ' 

The business community has long been aware of the distortions in the ak 
culation of net income which result from the impact of rising prices on bust 
ness inventories. Economists and accountants alike have referred to “inventogp 
profits,” the phantom profits which need to be reinvested if a given physical 
level of inventory is to be maintained. Even the Federal government has given 
tacit recognition to these unreal profits through its recognition of “lifo” as am 
allowable inventory method for tax purposes. 

Not all entities face an equally significant problem in the inventory area. The 
relative importance of the problem largely depends on the size of the inventory, 
that is, the relative significance of inventory costs in income determination 
and the rate of inventory turnover. In the case of merchandising concerns, for 
whom merchandise costs are by far the largest single cost factor, the effed 
of rising price levels on inventories and, hence, on earnings can be tremedous 
Rapid turnover tends to mitigate the impact of inflation; high inventory levels 
and correspondingly low turnover rates compound the problem. 

Though originally regarded as a reasonable assumption as to the flow of 
product cost, “lifo” has proved to be a reasonably adequate method of eliminat 
ing inventory profits from earnings calculations. Under the “lifo” method 
revenue is charged with the most recently incurred cost unadjusted for purchae 
ing power changes—a procedure which, however imperfect, is a move in the 
direction of using current cost in income determination. Conceptually this pro- 
cedure is widely variant from that involved in adjusting cost for purchasing 
power changes, since “lifo” introduces into income calculation price movement 
in a specific commodity acquired prior to the statement date, whereas 
dollar accounting adjusts all acquisition prices to the basis of money 
on the statement date. During recent years, income results under these & 
methods apparently would have been similar, but the concepts of net incl 
underlying them are poles apart. 

Under a common dollar approach, cost of sales is restated by the - 
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of an appropriate conversion factor and that portion of cost which is unex- 
pired and carried to the position statement is also converted to current dollars. 
This treatment does not preclude the need for an assumption as to the flow of 
cost; “‘lifo”, “fifo” on average cost treatments might still be appropriate for 
different enterprises and would probably result in varying amounts of cost being 
assigned to revenues, since the movements of specific prices might not parallel 
general price level changes. 

The most significant difference between common dollar accounting tech- 
niques and “lifo” as it is currently employed is in the treatment of residual 
inventories in the position statement. Under “lifo” this balance is composed 
of the oldest costs incurred for this class of asset expressed in dollars that were 
current at the time the cost was incurred. Obviously, the introduction of these 
extremely old costs into the asset totals causes a serious understatement of in- 
vested capital as well as total assets. In an effort to eliminate fictitious inventory 
gains from the income account, users of “lifo” assign opening inventory prices 
to the closing inventory. Applying current prices to the opening inventory 
would clearly give more meaningful results, but this would generally be re- 
garded as a departure from the cost concept. That such a procedure would not, 
in fact, be a deviation from real cost has, we believe, been amply demonstrated. 


Inflation and Plant Cost and Depreciation 


Inflation will normally have no effect on non-depreciable, nonmonetary 
assets such as land except to the extent that capital gains taxes may operate as 
capital levies at the time of disposition. The problems encountered in connec- 
tion with depreciable assets, especially when investment in such assets is large, 
are difficult and important. Because the lives of some types of depreciable -as- 
sets are extremely long, the discrepancy between original cost and cost adjusted 
for price level change is substantial. Similarly, there is a wide variation be- 
tween the charge made to income on a conventional basis and that which results 
when depreciation charges are converted for purchasing power changes. 

Within the last few years, the use of reducing-charge depreciation methods 
has been made available to business for tax purposes in connection with newly- 
acquired depreciable assets. Some businessmen apparently believe that this de- 
vice is a satisfactory solution to the problem of inflation as it affects plant. That 
this belief is ill-founded can readily be demonstrated. It is true, of course, that 
the use of any of the new methods will result in bringing into the income ac- 
count a larger depreciation charge than would have been made under a straight- 
line approach during the early years of asset ownership. Naturally, reported in- 
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come and tax liability are reduced accordingly. If, however, assets are not re ~ 


placed sooner than was anticipated when service life was estimated and if the 


investment in depreciable assets is not being expanded regularly, the tax ad- 


vantage will prove to be temporary; once the transition to reducing-charge : 


methods for all assets has been completed, the tax saving stops. If, on the other 
hand, a firm continues to expand its investment in depreciable assets at a con- 
stant rate, it is possible to maintain a tax advantage indefinitely. 

In any case, reducing-charge depreciation methods clearly do not adjust 
depreciation charges for price level changes; obviously a tax gimmick, they have 
become popular because of the short-run tax advantage they afford and not be. 
cause they contribute to the ideal of accurate reporting. There can be no doubt 
that the use of any of these methods brings about a great discrepancy between 
asset book values and invested capital amounts as reported and those which 
obtain when common dollar conversions are applied. For the sake of a larger 
current charge in the income statement, the significance of the position state- 
ment is sacrificed, in much the same manner as in the case of “‘lifo.”” Common 
dollar techniques solve this dilemma; expired cost is expressed in dollars of the 
same purchasing power as revenue and all other costs, and the integrity of the 
position statement is maintained. 

Much confused thought on the subject of depreciation results from failure 
to distinguish clearly between depreciation accounting—the process of separat- 
ing expired from unexpired costs—and the matter of asset replacement. De 
preciation and replacement are related in the sense that assests would not need 
to be replaced if they did not lose their economic potency. But the level of 
current replacement expenditures is not a satisfactory standard by which to judge 
the adequacy of depreciation charges. Asset replacement is essentially a finan 
cial management function and not a function of depreciation accounting. 

The failure of depreciation charges to reflect the real cost of asset utilization 
is especially crucial in the case of railroad and public utility companies. Whereas 
unregulated industrial companies are not prevented from adjusting their sell- 
ing prices in the light of increasing costs, these regulated enterprises, which ate 
characterized by large investments in depreciable plant, are prevented by the 
commissions from raising their rates in accordance with the movements of prices 
generally. Since the rate-making base is almost universally determined in terms 
of “original” cost, regulated companies are limited to a fixed dollar rate of re 
turn. This means that plant investments of such companies are treated, not a 
nonmonetary investments but as though they are monetary in character. That 
this practice works out to the disadvantage of investors in regulated industries 
should be immediately apparent. 
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A Note on Index Numbers 


The validity of data prepared in accordance with common dollar accounting 
techniques obviously depends in part on the accuracy and reliability of the in- 
dex series employed. An extremely important initial decision must be made as 
to whether a broad general index number or a group of narrow specialized in- 
dex series would be more appropriate. The solution to this dilemma may best 
be found by determining what purpose is to be served through the conversion 
process. Converted historical cost of most assets has an entirely different 
meaning when a special-purpose index number has been applied than when a 
general index has been used. Specialized index numbers focus attention on 
price dispersions rather than on general price level changes; they emphasize 
capital in the physical sense rather than in the accounting sense; they speak of 
current replacement cost more than of adjusted incurred cost. 

Investors are more concerned with the preservation of the general purchasing 
power of their investments than with the technical form of their investments. 
Business management can hardly be expected to foresee price movements in spe- 
cific commodities and elements of plant; it is not, however, unreasonable to ex- 
pect that management should conduct the affairs of the business in such a way 
that the general purchasing power contributed by investors will be maintained. 
Our position, then, is that general index numbers should be used to eliminate 
the effects of inflation from financial statements. As to which available index 
number best reflects changing economic conditions, we shall express no opinion. 

It should be clearly understood that the above discussion is not intended to 
deny the usefulness of specific index numbers and of replacement cost informa- 
tion as a basis for managerial decision-making. In connection with pricing 
policies, plant management, expansion policies—as well as in other fields— 
replacement costs are significant and should be made available to management. 
For purposes of financial reporting, however, we believe that general purchasing 


power considerations are all-important. 


A Post-Script on Long-Term Liabilities 


In our earlier discussion, we have indicated that purchasing power gains are 
inevitably made by debtors during inflationary periods. We have further ex- 
pressed an opinion to the effect that such gains are, for all practical purposes, 
realized as they accrue in the case of current liabilities and, accordingly, should 
be displayed in the income statement, together with purchasing power losses on 
current monetary assets. Turning our attention to the subject of long-term 
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debt, we are again faced with the questions of whether such gains are realized 
and, if so, when and by whom and the problem of how the gains can best be 
presented in the financial statements. Changes in the purchasing power of debt 
contracts must be computed in the course of restating the accounts in uniform 
dollars; consequently, the issue involved in disposing of reconciling factors can- 
not be avoided if integration of the major statements is to be maintained. 

A debt may be regarded as a short sale of dollars; it is a contract to deliver 
dollars in the future. Realization can occur only when the delivery of dollars 
takes place; prior to the retirement of the debt, any gains which may be recog. 
nized are obviously unrealized. While the debt remains outstanding, gains re 
lated to it should be regarded as capital adjustments; they cannot properly be re 
ported in the income statement even as non-operating gains. When the debt 
is actually retired, it seems reasonable to regard the purchasing power gain of 
the year of retirement, as well as all previously recognized but unrealized gains 
associated with the debt, as having become realized. 

There are, however, circumstances under which realization may be doubtful, 
even under the conditions described. Since the circumstances to which we refer 
are most likely to obtain in the case of public utility companies, problems in- 
volved will be discussed within that framework. The reader should recognize, 
however, that some of the observations which follow are also appropriate for im 
dustrial enterprises which include funded debt among the equities. 

For utilities generally, funded debt is a permanent feature of the capital struc. 
ture. Specific issues of bonds are, of course, retired from time to time but ust 
ally a refunding occurs. The long-run trend appears to be that utilities increase 
the total of their outstanding debt as time passes. This tendency toward it 
creasing debt financing is not surprising in view of the fact that utilities are pre- 
vented by rate ceilings from generating sufficient funds through operations t 
finance expanding plant requirements. When a portion of outstanding debt is 
being retired, a difficult problem may arise in connection with determining the 
amount of purchasing power gain which has become realized through the 
tirement. 

Especially in cases in which retirements are made on a serial basis or a pait 
of the bonds issued under an open-end mortgage are involved, a decision must 
be made as to which bonds are being retired so that the realized purchasing 
power gain may be isolated. The computation may be made in a number of 
ways—on the basis of specific identification, on a “lifo” assumption, on a “fifo” 
assumption or on the basis of the average amounts paid in. As in the case of 
inventory accounting, a case can be made for each of the available methods ia 
some circumstances. But, if the retirement does not bring about a reduction i 
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the total debt outstanding (and this is a typical situation with utilities), can we 
then say that any of the unrealized gains has been realized? In such cases, it 
would seem that purchasing power gains in terms of specific securities have little 
real significance. The common stockholders of public utilities may find it im- 
possible ever to realize gains on funded debt. 

Since, however, the bondholders have suffered a purchasing power loss on 
their investment, someone must have realized a gain during the time that the 
bonds were outstanding. If not the corporate shareholders, who did benefit 
from the effects of inflation? The answer to this question would seem to be 
that the government has shared in the gain through income taxes which are, 
in effect, capital levies and that the public has been a beneficiary through being 
charged rates substantially lower than would be necessary to cover all the real 
economic costs of the services being provided. It should be obvious that this 
results in serious inequity toward common shareholders of public utilities. 

As has been noted earlier, public utilities find themselves in the unfortunate 
predicament of being unable to maintain a position in nonmonetary assets 
(which naturally serve as a hedge against inflation) because the effect of rate 
regulation is to transform assets which are nonmonetary in name into assets 
which are monetary in fact. It follows that utility companies are subject to a 
double squeeze. On one hand, they cannot sealize purchasing power gains on 
debt because they cannot permanently reduce their outstanding debt and, on 
the other hand, they cannot protect against inflation by investing in assets the 
real values of which tend to move with the rising price level. 

Only during periods of recession are public utility companies likely to find 
it possible to effect a reduction in total funded debt, since it is during times of 
slackened activity that funds in excess of those required for plant replace- 
ment and expansion become available for the purpose. Deflationary periads 
are, of course, associated with falling price levels and they suggest purchasing 
power losses rather than gains on outstanding debt. This fact makes all the 
more unlikely the prospect that purchasing power gains which have been accu- 
mulated but unrealized during inflation will ever be realized by the company. 

As to the treatment of gains and losses in the statement, we would argue 
that only in cases where specific bonds have been retired and concurrently total 
debt has been reduced should gains and losses be regarded as finally and con- 
dusively realized, and reported in the income statement as a factor in the de- 
termination of total enterprise results as they affect the residual stock equity. 
In all other cases, we believe, both gains and losses should be treated as un- 
realized and should be used as a reconciling item for capital balances on a 
common dollar basis. 
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Control of Cash Payroll and Unclaimed Wages” 


by G. H. BURKHARDT* 


© “SMOKE-OUT” on the handling 

of cash payroll ideas, the follow- 
ing is descriptive of what we do. It 
may give others who handle cash pay- 
rolls some food for thought and, we 
hope, lead them to share their ideas 
with us. 

First of all let us review our sys- 
tem of preparing and delivering cash 
pay envelopes. Our timekeepers, who 
carefully gather source data from time 
sheets, time cards, and foremen’s daily 
reports, are the messengers of the 
payroll department. Timekeepers pa- 
trol factory departments daily in doz- 
ens of buildings spread over miles of 
area—the same area later traversed by 
payroll cashiers who deliver the in- 
dividual pay envelopes. Source data, 
such as time cards, foremen’s daily 
time sheet, absentee reports, etc., is 
used by the payroll department to 
compute wages payable. The completed 
payroll journals and fully-prepared 
pay envelopes are then delivered to 
the factory cashier. The key control 
at this point is the fact that the two 
departments are not related to each 
other; each reports to a different man- 
ager; neither department head has ac- 
cess to the files of the other, nor do 
they assist each other at any time or 
under any conditions. 


Before the prepared payroll em 
velopes are delivered to the factory 
cashier, the stub end of the envelope is 
removed by a machine cutter. This stub 
contains information identical to that 
which is shown on the envelope. It is 
used to identify the employee to whom 
the cash payment is to be made. The 
payroll department forwards all pay 
stubs to the general foremen who, in” 
turn, distribute them to shift foremen 
who are charged with the specific me 
sponsibility of delivering each stub 
to the individual worker without ee 
ception. Records are kept by gen 
eral foremen and shift foremen as the 
relay progresses. A factory cashier ap 
pears weekly at a given location on an 
established date and at a prescribed 
hour to distribute cash payroll enve 
lopes to the workers in the area. The 
worker is required to relinquish the 
signed stub in exchange for his se 
pay envelope. 

If workers are absent when foremen 
distribute pay stubs, it is a require 
ment that foremen deliver the stubs 
to the personnel service department 
It is particularly important that the 
stubs never get back to the ori 
payroll department nor to the cathe 
ier’s department. This prevents the 


originating department from revising 


5 
* Supervisor of Audits, Office of General Auditor, B. F. Goodrich Co., Akron, Ohio. 
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the amounts after having made a pre- 
vious reconciliation and accountability 
of wages payable, and it prevents any 
employee in the cashier's office from 
obtaining control of both cash and 
pay stubs. An established time re- 
quirement to return unclaimed pay 
slips to the personnel service depart- 
ment eliminates careless handling by 
the foreman and removes the respon- 
sibility that is his when the pay stubs 
are in his possession. 

The personnel service department 
can safely identify any employee who 
requests his pay stub and, psychologi- 
cally, the requirement to have em- 
ployees go to the extra trouble of con- 
tacting the personnel service depart- 
ment for late receipt of pay encourages 
most of them to do everything in their 
power to be on hand at the time of 
distribution by the foremen. 

In spite of our rigid control, timing 
and performance, we find we are still 
harassed with unclaimed wages. When 
a worker is absent or fails to contact 
the cashier, the cash pay envelope is 
returned to the cashier's office where 
it is held until the worker personally 
appears to redeem the envelope by 
presenting his pay stub. Believe it or 
not, many workers deliberately delay 
obtaining their cash pay, thus using 
the cashier as custodian or their “‘sav- 
ings” until they need immediate cash. 
We daily safeguard thousands of dol- 
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lars in unclaimed wages. Unclaimed 
cash wages are held 30 days by the 
cashier, after which the cash is de- 
posited and credited to unclaimed 
wages account. During this period 
the personnel service department makes 
every effort to contact the employee 
and have him collect his wages. 

As long as we have a cash payment 
program we must reconcile ourselves 
to the dangers of handling and deliv- 
ering sizeable cash payrolls. Briefly, 
we must observe the following rules: 


1. Always use appointed messen- 
ger service, never the com- 
pany mails, to deliver pay 
stubs. 

. Deliver stubs to approved 
listed personnel—not to clerks, 
stenographers, or other de- 
partment employees. 

. File unclaimed stubs in strict 
date sequence, numerically by 
department and payroll num- 
ber. 


. Maintain prompt and constant 
follow-up of workers who 
have not collected their wages. 

. Make prompt deposit of un- 
claimed cash after expiration 
of the prescribed holding pe- 
riod. 


. Carefully control the un- 
claimed cash and unclaimed 
wages account by frequent in- 
spection by auditors or key 
personnel in the main cashier's 
office. 





The Seif Limitations of Accounting 
by GERALD CROWNINGSHIELD and GEORGE L. BATTISTA 


YT qukon HE IS PRONE to extoll their virtues and seldom refers to their 

shortcomings, every accountant must recognize that accounting data, as 
one of the tools of management, have serious deficiencies and limitations, Like 
the religious man who from time to time humbles himself before his Creator 
and searches his soul for his sins of omission and commission, so should the 
accountant take time from his work on the journals and ledgers and ask himself 
if his methods are as perfect as a human being can make them. If he does so, 
he will be forced to admit that they are not. Although he may say, “I have 
done a good job,” he cannot say “I have done the best job.” 

Accounting data can be useful only if they are properly prepared and prop- 
erly used; they can be harmful if they are improperly presented or misinter- 
peted. Accounting data can be compared with certain drugs that can effect 
a cure or alleviate an ill when they are prescribed by one who is familiar with 
their properties but are poisons if administered by someone ignorant of their 
uses and dangers. As the patient relies upon the wisdom and skill of the phy- 
sician, so must the reader of accounting reports rely upon the wisdom and 
skill of the accountant. If the accountant states without qualification that a 
product cost $6.99 per unit, then management is left to presume that the cost 
is $6.99. If the accountant reports without reservation a certain profit or Joss 
for a period, then that can only be accepted as the profit or loss for that period. 

Unfortunately, those who use accounting data are seldom those who are 
trained in the intricacies of accounting theory and practice and, consequently, 
do not recognize its limitations. More unfortunate is the fact that accountants 
do not always present their data with this in mind. Estimates are presumed to 
be facts; assumptions are confused with precise measurement; data collected 
under one set of circumstances are applied under entirely different circum- 
stances. As a result, accounting not only fails to measure up to the performance 
that could be expected of it but also inadvertently distorts what it is trying to 
say. ' 

Some of the limitations of accounting data are inherent in the nature of 
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accounting itself. Accountants have all the shortcomings associated with the 
human mind and, since accounting is an art and not a science, accounting prin- 
ciples must be developed through empirical reasoning. Unlike the scientist, the 
accountant cannot test his theories in the laboratory. He can only submit his 
ideas to the consideration of fellow accountants and the acceptance or rejection 
of these ideas, in turn, cannot be based on scientific measurement. Often the 
accountant finds himself in the position of not being able to prove that he is 
right, yet no one else can prove that he is wrong. 

No just criticism can be directed against the accountant for his inability 
to find completely satisfactory answers for all of the questions that will be put 
before him, if he is honest with himself and honest with the readers of his state- 
ments and reports. No objection can be fairly raised if he acknowledges frankly 
what he can and cannot do, for this acknowledgment will prevent his data from 
being misused. Criticism can be leveled against him if he pretends to possess 
a clairvoyant insight that permits him to secure the unobtainable, such as the 
cost of one of many products jointly produced or the net profit on its sale. He 
can be condemned if he allows himself to get “stuck in a rut,” if he follows 
a line of least resistance, or if he fails to keep the validity of his methods under 
constant questioning. e 


Elusiveness of Accounting Principles; Tax Impact on Practice 


Costs and profits are not computed under a rigid set of rules that have re- 
ceived universal acceptance. Accounting operates under a flexible body of 
dogma, conventions, precedents, and doctrines which, taken together, make up 
what is referred to—often rather loosely—as “generally accepted accounting 
principles.” To find these principles, one must search through accounting litera- 
ture and reconcile conflicting opinions. No professional society has been able 
to eliminate differences of opinion. ‘Generally accepted accounting principles” 
that permit Company A to carry its inventories at “fifo” cost permit Company 
B to carry its inventories at “‘lifo” cost and allow Company C to depart from 
the cost principle and reduce its inventories to market. Even though the three 
companies have recorded identical cost in purchases, three different gross profits 
are permissible on the income statement. No attempt to adopt a uniform set 
of rules has met with success. Even the research bulletins of the American 
Institute of Certified Public Accountants “rest on the general acceptability 
of the opinions reached.” 

Accounting principles have not been developed by accountants free from 
outside influence. New principles are not thought out in cloistered solitude but 
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in the reality of the market place, and they reflect the thinking, the whims, and ~ 
the prejudices of those who transact business there. Since law permeates busi+ 
ness transactions, it must likewise permeate accounting practice. Regulatory — 
bodies, such as the Securities and Exchange Commission, with power of gov ; 
ernment behind them, have dictated in some cases what shall be acceptable — 
in practice. The economist, interested in much the same general area of study 
as the accountant, has made substantial contributions to accounting principles. — 
The influence of the statistician and the industrial engineer has begun to show — 
in the field of cost accounting. Wherever they have appeared, the economist — 
and the industrial engineer have brought improvements. 

In recent years, income-tax regulations have exerted a tremendous influence 
upon the determination of net income, and undue influence in the opinion 
of many accountants who think that their independence is being encroached upon. 
In 1953, the Committee on Concepts and Standards Underlying Corporate 
Financial Statements (American Accounting Association) wrote: 


“The tax laws have unduly and unintentionally tended to influence the 
development of corporate accounting in that to some extent legislative 
counting practice without justification in principle.” (Accounting 
Review, October, 1952, p. 429.) 

The committee cited as examples the installment bases of reporting income 
and the practice of accelerated depreciation charges. In 1958, the National 
Association of Accountants published a research report entitled Current Practice 
in Accounting for Depreciation. The report notes that, prior to 1954, all but 
three of fifty-five companies studied used the straight-line method of deprecia- 
tion almost exclusively, both for taxes and for accounting purposes. The Rey- 
enue Code of 1954 led most of these companies to review their depreciation 
methods for tax purposes. Forty of the fifty-five companies elected to adopt 
declining-charge methods; only fourteen companies chose straight-line and one 
company adopted the units-of-output method. The report makes this comment: 


“Without doubt, administration of the Federal income tax has long 
been, and still is, the dominant influence in practices employed in ac- 
counting for depreciation cost. While rules established for administra- 
tion of tax laws do not govern reporting of income to stockholders, 
practice in accounting for depreciation conforms very clearly to tax 
practice.” (N.A.A., Research Series No. 33, p. 20.) 


There is reason to believe that the increase in popularity of “lifo” as am 
inventory method more often stems from the tax savings it seems to offer than 
from a firm conviction that this method provides a better matching of cost 
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and revenue. The authors have attended many cost forums that started out as 
discussions of costing methods and soon “degenerated’’ into discussions of the 
most recent income tax law. 

It is easy to understand, if not excuse, the accountant’s adherence to tax law 
as a matter of convenience. It is easy to understand management's desire to 
minimize tax payments through accounting methods. It is regrettable, none the 
less, and bodes no good for the future of accounting. It is distressing to find 
accelerated depreciation “taking over” and to find objections being raised to 
new concepts—direct costing, for example—because the concept is not accept- 
able under the present revenue code. The accountant is charged with sub- 
mitting correct cost and profit data and his methods must be based on sound 
theory, not on a tax law that was written by legislators under the influence of 
pressure groups and then rewritten to plug the loopholes they had overlooked. 


Conservatism and “Ostrich-ism" 


Some of the limitations of accounting data stem from the accountant him- 
self, from his natural conservatism and his reluctance to throw off the smother- 
ing cloak of convention and tradition, from his devotion to what has happened 
in the past, because he lacks the courage or knowledge to predict what may hap- 
pen in the future, and from his failure to keep abreast of what is happening 
around him, both in the business world and in his own plant. For these limita- 
tions the accountant cannot be excused; they are too easily corrected. Conserva- 
tism is a doctrine in point. Many of the accepted accounting principles were es- 
tablished in an era when the balance sheet was thought of as a statement of finan- 
cial condition and considered to be the most important financial statement. 
“To err on on the safe side” appealed to the banker and to the credit man who 
were by nature cautious and suspicious. Under their influence, the doctrine 
of conservatism took root and flourished. The accountant adopted conservatism 
as something sacred, a law unto itself. With the income statement replacing 
the balance sheet as the more important statement and with the emphasis being 
shifted from asset valuation to profit determination, the doctrine of conservatism 
needs re-examination. Conservatism is hardly a valid reason for justifying any 
procedure when one is looking for correct valuations and correct profits. Not 
only is conservatism invalid as support for an established practice, it is dan- 
gerous. 

Failure to keep abreast may also be laid at the accountant’s door. A speaker 
at an N. A. A. technical session pricked the conscience of his listeners when 
he said: “I won't embarrass you by asking for a show of hand to find out how 
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many here have read an economics book with ‘guts’ in it during the last yeas.” — 
During his talk, this speaker took his audience to task for their failure to be 
come an active part of management by participating in such activities as sales 
forecasts. 


Over-Emphasis on Financial Statements and Historical Costs 


Accountants have also been justly accused of placing an undue emphasis on 
the end result of accounting—the financial statements—at the expense of pro 
ducing pertinent, usable, day-to-day accounting data. Every entry is judged by 
its effect on the balance sheet and the income statement. All recorded data 
must be made to conform to “generally accepted accounting principles” and 
must satisfy disinterested auditors who will be asked to certify to the statements, 
Too little attention is paid to data specially designed for special situations. The 
financial statements adequately serve the purposes for which they are written 
but they were not written for management. “In its present form, it (account 
ing) is intended to protect, not management, but the casually interested person, 
the banker, the creditor, and the stockholder—people who cannot watch the 
day-by-day movements and who must be content with generalized comparisons 
usually available once a year.” (Fred V. Gardner, Profit Management and Con- 
trol, McGraw-Hill, 1955, p. 269.) 

Accounting data must serve many different purposes and the data that are 
derived to meet one purpose will not serve all others. In buying a suit of 
clothes, you ask for a certain size because that size most nearly conforms to 
your measurements. When you try it on, you find that it does not fit entirely 
to your satisfaction because it was not made with you in mind. It was made 
for a number of people of about the same size who might want that style and 
color. Before you can wear it, it must be altered. So it is with accounting data 
that were compiled primarily for the financial statements. Before they can 
be used in a managerial problem, they must be tailored to fit that problem 
and the tailoring may require discarding some of the “generally accepted at 
counting principles” and conventions. 

Although recognition of the fact is not always present in practice, it is olve 
ously impossible to compute one single cost that will adequately serve widely di- 
vergent purposes. It is true that tools designed to do a certain job are often used 
on jobs for which they are not intended and that, after a fashion, the jobs ate 
completed. There is no denying, however, that the right tool simplifies the work 
or that the use of the wrong tool usually shows up in the finished product. 
It is possible to cut linoleum with a pair of shears meant to cut cloth. A line 
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leum knife will do a better job and will leave fewer blisters. Accounting data 
collected for the preparation of financial statements may properly be used on 
the balance sheet and profit and loss statements and tell the story they were 
meant to convey. Costs determined under conventional accounting concepts 
cannot be used in solving such problems as whether the sale of a certain prod- 
uct should be discontinued or whether certain equipment should be replaced. 
To the contrary, as raw accounting data, ther can lead to a wrong decision. 

Stemming from the emphasis on the financial statements is the accountant’s 
devotion to historical—or, as he sometimes mislabels them, “actual”—costs, 
and his insistence upon using objective, verifiable evidence to support and back 
up his figures if such evidence can be obtained. When the accountant is finishing 
his reports for the last quarter, management is making its plans for the next 
quarter or the next several quarters. Yesterday's figures are of little help in 
preparing tomorrow's plans. Knowledge of what has happened in the past is of 
value only to the extent that it may be used to predict what may happen in the 
future. Historical costs serve a purpose only if they provide help in charting 
some future course of action. If the accountant concentrates solely on the ac- 
cumulation of dead historical data for the financial statements and ignores man- 
agement’s need for live data of what may happen in the future, he is no more 
than a scorekeeper of a game that has already been played. At best, he has 
expressed an opinion of the results of yesterday's performance for what it may 
be worth in plotting tomorrow's strategy. Unfortunately for the usefulness of 
the accountant, tomorrow is seldom the same as today. 

Although historical costs may have a place in the accounting scheme, they 
are not entitled to a priority nor can they be ranked as the most important. They 
must share their place with estimates and standards, with budgeted costs and 
replacement costs, with variable costs and sunk costs. Historical costs are seldom 
informative costs. What it will cost to replace an asset is more informative to 
management than the cost of the asset when it was purchased; the cost of mer- 
chandise that has been sold is less important than the cost that will be paid when 
the stock is replenished; knowing what a product should have cost under effi- 
cient operating conditions is more useful than knowing what the product did 
cost under existing conditions; a statement showing the variances from pre- 
determined standards is of more value in cost control than a statement showing 
“actual” cost accumulated; direct variable costs of the product are more informa- 
tive in some pricing decisions than total costs; sunk costs are necessary in 
decisions involving asset replacement. 

It is easy to understand and excuse the public accountant’s worship at the 
shrine of historical costs. He is responsible for the accuracy of his figures to 
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all who may read his statements—the stockholder, the employee, the taxing 4 


authorities, the creditor, even the prospective investor who might risk capital in 
the enterprise. Naturally, the certified public accountant is wary of speculation 
and estimates and distrustful of standards and appraisals. It is harder to under- 
stand the same attitude on the part of the internal accountant, who is responsible 
only to management. He can, if it seems desirable, label his cost data “for in- 
ternal use only; use only as directed.” He can, if the problem calls for it, add 
imputed costs, substitute replacement costs for historical costs, or ignore the 
fixed costs and sunk costs. If accounting is to produce the benefits that can be 
expected of it, the accountant must turn aside from the auditor's “generally 
accepted accounting principles” and look to the industrial economist and the 
industrial engineer. He must independently reexamine the postulates and con- 
ventions under which he has been determining his costs and other operating 
facts and broaden his thinking to include their concepts. 


Under-Emphasis on Management Accounting 


Cost accounting has been described in terms which suggest that it is primarily 
an aid in certain areas of financial accounting. Under this description, the 
primary function of the cost accountant is to produce costs so that the inventories 
and cost of sales can be determined for the financial statements. The cost 
accountant is expected to take from the general records the expenditures for 
materials, labor, and overhead and return in their place costs to be assigned to 
the inventories of work-in-process and finished goods and to the cost of sales. 
This is placing the emphasis in the wrong place. Accumulation of product costs 
for the financial statements is incidental and secondary to the accumulation of 
cost data for managerial use. 

The primary duty of the cost accountant should be to determine cost data 
that will be useful in solving the day-to-day problems involving budgeting, 
pricing, profit analysis, and cost control. To achieve the ultimate in utility, 
cost accounting must not only re-examine its own methods, it also must redirect 
accounting instruction in the schools of business administration. College in- 
struction is now oriented to the training of certified public accountants. Few 
college accounting courses, as they are now being taught, can turn out the raw 
material from which superior cost accountants can be made. 


Pretended Accuracy; Failure to Consider Dollar Decline 


Historical costs are sometimes wrongfully presumed to be accurate costs. — 
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Accurate costs cannot be had. Accurate costs exist only in the imagination of 
the accountant who is unaware of his own limitations or who is too conceited to 
recognize them. “‘All accountants know that the superficial exactness of book- 
, keeping data is highly deceptive. The machine grinds out only what is fed into 
: it, and every company’s accounts are as fallible in content as they are unimpeach- 
able in method.” (Howard C. Greer, “Let’s Have the Story—Quick,” N.A.C.A. 
Bulletin, December 1955, p. 502). ; 

} Complex methods and results achieved through elaborate formulas can easily 
; lead to a false sense of preciseness, especially if the procedures are of long- 
j standing usage. Accounting data are mixtures of fact, convention, opinion, 
. tradition, and judgment. As such, they can be no better than the opinion and 
. judgment of their maker and the validity of the postulates under which they 
7 were obtained. 

When an accountant says that the profit for a given period was X dollars, he 
is only saying that, within his ability to match cost and revenue under existing 
accounting methods, X dollars is the difference between revenue and cost; when 
he says that a product cost Y dollars, he is saying that, if ‘certain assumptions 
are made and certain conventions followed, Y dollars is the cost figure that 
results. He has measured where precise measurement was possible, he has re- 
sorted to allocations and apportionments wher: no method of precise measure- 
ment has been discovered. The cost of merchandise purchased is known from 
the invoices. The cost of sales can be determined only after an assumption 
on the flow of costs has been made and an inventory method adopted. Labor 
hours can be measured and applied to specific orders but what should be done 
with idle hours? Overhead can be assigned only by arbitrary allocation and 
apportionment. Someone has described cost accounting procedures, pointedly 
if irreverently, as follows: material and labor costs are computed to the nearest 
penny, but overhead is spread on with a shovel. 

Historical costs are misleading costs. The conventional practice of using 
dollars as a common denominator has resulted in the overstatement of profits 
which has, consequently, led to excessive capital expansion, a false sense of 
security, and the outward appearance of a non-existing state of prosperity. It 
has contributed to the progress of inflation, has allowed marginal corporations 
to survive, and has been responsible for the dissipation of corporate capital 
through excessive dividend distributions. Demands by labor leaders for higher 
wages based on reported earnings is evidence of the contribution to inflation. 
Failure to recognize changes in price levels stems from the narrow interpretation 
afforded the “cost concept” and the standard of “objective verifiable evidence.” 
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A broader interpretation of these concepts might open the door to better re- e 
porting. ; 











The Late Accountant 

If the accountant insists upon playing the role of the meticulous historian 
who must wait until he has gathered all the facts before he publishes his findings, 
accounting data are going to be reported too late to be useful in planning and 
control. Accounting data are useful to management only to the extent that 
they are pertinent, significant, and timely. Today's problem must be solved 
with today’s information. A solution cannot be postponed until the entries 
have been posted, the trial balance taken, and the cost sheets brought up to 
date. If cost is a factor in setting a selling price, the ascertainment of cost 
cannot follow the sale. Accounting data have lost their value if they are avail- 
able only for the post-mortem examination. 

Accountants argue that assembling accurate figures is time-consuming and 
seek to speed up the bookkeeping processes. Management replies that perhaps 
accountants should re-examine not their bookkeeping methods but what they 
are trying to report. In discussing accounting reports, the president of a steel 
company has written: 


















“For one thing, information supplied to management must be accurate. 
However, this requirement does not preclude the inclusion of reason- 
able estimates in its preparation. The accuracy which management 
requires is only that which permits it to reach sound conclusions and 
made sound decisions.” 









The Guarantee of Failure — Opposition to Change 


It is obvious from the foregoing that accounting, as it is being practiced 
today, has its shortcomings. The most flagrant of these weaknesses is the ac- 
countant’s failure to recognize the ultimate objective of his efforts and, in many 
instances, when the purpose is known, his tendency to accept the procedures 
used—good or bad—only because he is inherently opposed to change. It is 
the opinion of the authors that present-day accounting thought should be care 
fully examined with an eye toward determining objectives and devising a set 
of determinants by which these objectives can be achieved. The rules should be 
flexible enough to allow each case to be judged on its own merits and the im 
fluence of regulatory bodies, tax authorities and jocal law should play no paft 
in the accounting process. Cost accounting should be a field in itself. It should © 
be an adjunct of general accounting only to the extent that it is to provide data 
for the financial statements. 
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Manufacturing Enterprise in Sao Paulo 


by CHARLES LAWRENCE* 


AM ON ASSIGNMENT to the University 

of Sao Paulo for two years as a techni- 
cal consultant in accounting and financial 
administration. The following observations 
made on a recent plant visitation may be 
of interest to accountants in the U. S. A. 

The establishment is a well-run medium- 
sized shop (large for Sao Paulo) which 
was started fifteen years ago. It has grown 
in physical dimensions by tenfold. The 
managemént is Brazilian and it is a “‘na- 
tional” company. It enjoys high profits and 
is progressive; the leadership is dynamic. 
The plant was started in a small residential 
district. There are no zoning laws as such, 
but there is much administrative procedure 
where commercial building is concerned; 
we would call it “red tape”. As a result, 
this plant is situated on what is supposed 
to be a number of residential lots. All of 
the plant has been constructed by the work- 
ers in the plant. No building permits have 
ever been applied for and there is no exist- 
ing overall plan of the plant. There are 
some accurate sketches of particular parts 
of the factory that will be subject to 
changes in the near future. There is no 
central heating and little light but plenty 
of “air conditioning.” 

The equipment situation is largely char- 
acterized by the word “cosmopolitan.” 
This plant makes farm wagons as a major 
product. There are ten lathes in this plant; 
nine countries are represented by these 
lathes. Each lathe works in a different man- 
ner, does a little different work and re- 
quires separate types of maintenance. If 
a tool is not available for shop use, the 
company stops production and builds it, if 
possible. The heart of this shop is literally 
the men in the machine tool room who can 


and do build entire separate machines to 

Management has hired the most intelli- 
gent workers it could find. Then it hired a 
public school and sent the key workers to 
that school so that all could learn to read 
and write. As a result, in some key depart- 
ments and among the foremen, nearly 80 
per cent of the men can read and write. 
Most plants are not so well supplied with 
literate workers. In order to get the ma- 
chine tool room to its present level, addi- 
tional courses were instituted so that the 
literate workers in this room could read a 
blue print and follow written instructions. 
In this endeavor the company has been 
successful. There is mo strong labor union 
in Brazil; however, if a worker works 
longer than a short probationary period, he 
must be paid a month's extra salary for 
each year worked if he is to be discharged. 
If he works more than ten years for one 
company, he cannot be fired. 

As in the United States, so in Sao Paulo 
much of the delay is caused by lack of 
materials. This plant solves the situation 
by making diversified items. It has more 
or less of the whole plant set up for dif- 
ferent items at the same time. However, 
only about 60 per cent of the labor force 
is working at any given moment and, thus, 
about 60 per cent of the machines. When 
a material shortage develops, the men stop 
one line of activity and start another. When 
material for the first appears, work on it 
is resumed, the second being laid aside un- 
til the first job is complete. In other words, 
ihe problem of lack of material is solved 
by diversification of jobs, using change of 
labor force between jobs as the medium of 
solution. 


* Associate Professor of Accounting and Financial Administration, Michigan State Uni- 


versity, East Lansing, Michigan. 
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Applying Sound Principles 
To Equipment Replacement Practice 


by PAUL A. LAEDERACH 


: ee puRPoSE of establishing a practical equipment replacement program is 
to provide the means by which management can own, operate and replace 
expensive capital equipment at minimum cost—an optimization of the value 
received from each machine-invested dollar. In spite of the seemingly obvious 
benefits to be derived from such a program, the application of economical equip- 
ment replacement principles is relatively limited in comparison to the size of 
the cost control programs applied to production, inventory, quality and manu- 
facturing processes. This is indeed an unfortunate situation, not only from 
the standpoint of company security in a competitive market but also from the 
standpoint of national security, both military and economic, in a competitive 
world. It is unfortunate because a company looking forward to a prosperous 
future may have a tendency to go all out for expansion investments at the ex- 
pense of economically maintaining the “bread and butter” line, and economic 
war cannot be successfully waged with deteriorated or obsolete equipment. The 
times are such that management must realize the necessity and responsibility 
for maintaining efficient, modern and economical production equipment. 
Assuming that managements do sincerely desire to take full advantage of 
their machine-invested dollars, how do they proceed to establish a sound re- 
placement program? Perhaps the most obvious answer is to review and evaluate 
the large volume of books, articles and papers which have been written on the 
subject. While this approach can be very rewarding, it is also quite confusing. 
It is confusing, first, because of the unwieldy volume of literature to consider; 
second, because of the many, many minor variations of a few fundamental 
economic principles; and third, because of the conflict between authorities as 
to what makes a good program and what does not. The underlying purpose 
of the article is to condense the volume and variations into a fundamental 
package and to minimize conflicting theories by placing them in one big barrel 
and objectively drawing out the best that each has to offer, at least in the judg- 
ment of the author. It must be understood that there are no black and white 





PAUL A. LAEDERACH is an Industrial Engineer with Minneapolis-Honeywell Regulator 
Company, Minneapolis, Minnesota. He has been associated with this firm since 1955. Mr. 
Laederach is a graduate of the Illinois Institute of Technology. 
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answers to equipment replacement problems; there is no one system for evaluat- 
ing each and every investment proposal. 

Any replacement program aimed at achieving optimum equipment economy 
must encompass the following points, which will be discussed in turn: 


Rate of return analysis. 

Economic life. 

Profit maintaining or profit adding. 
Use of the rate-of-return index. 
Evaluation of risk. 

Planning and budgeting. 


AY Pw vyr 


Rate of Return Analysis 


A replacement program is only as good as the method employed to evaluate 
the profitability of capital expenditure proposals. The choice of method is an 
important one; a poor method will deliver unreliable and uneconomical results 
while a good method, coupled with a healthy dose of sound business judgment, 
will ensure maximum value. After plowing through article after article on 
replacement analysis methods and after sifting out all the emotional, illogical 
and prejudiced trimmings, it appears that there are three basic methods of evalu- 
ating the profitability of one proposal over another: annual cost, present worth 
and rate of return on extra investment. These methods, as presented by Eugene 
L. Grant in Principles of Engineering Economy (Ronald Press 1950), have, in 
my opinion, successfully withstood the barrage of criticism and challenges 
thrown out by proponents of other methods. All three methods, when intelli- 
gently applied, are equally reliable, but the rate of return approach offers an 
additional advantage of delivering an answer in terms of a dimensionless index 
which can be used to measure the relative profitability of many expenditure 
proposals and thus make it easier for management to make proper decisions as 
to where the capital can best be invested. 

There are many methods which go under the guise of rate of return, but 
there is only one method which accurately and reliably measures the true rate 
of return. A true rate of return is calculated by discounting future savings to 
present values and by multiplying these savings by present worth factors (from 
interest tables) for various trial interest rates. The true return on investment 
is then determined by interpolation so that the sum of the present worth of the 
savings is equal to the present worth of the required investment. This is basically 
Joel Dean’s method of discounted cash flow. Another variation is Ray I. 
Reul’s profitability index where a ratio of present worth of savings to investment 
is calculated for several trial interest rates and plotted on graph paper. The true 
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rate of return is determined by the intersection of the curve and the 1:1 « 


line. aa 


Perhaps the only serious challenger of the rate of return method is the widely : 
publicized formula proposed by the Machinery and Allied Products Institute, 
It is interesting to note that the M.A.P.I. formula has been recently up-dated — 


; 
¢ 


to incorporate a rate of return into its calculations. While the formula has — 


many advantages which could profitably be made a part of other methods, it is 
misleading to assume that the M.A.P.I. return is as reliable as the present worth 
rate of return previously described. Several test examples showed that, for high 
rates of return and/or very long primary service lives, the M.A.P.I. return 3 
reasonably accurate but, for short service lives (under 10 years) and lower rates 
of return (under 15%), it does not accurately reflect the profitability of an in- 
vestment. 

One final point. There are no shortcuts to reliable answers; reliability cannot 
be mass-produced. Do not choose a method because it is advertised as being 
simple and fast. Anyone who has worked on replacement analyses will testify 
that 90 per cent of all effort is directed at accumulating cost histories and in 
making forecasts of anticipated costs; this holds true for all methods. Once 
these costs are determined and savings calculated, it takes only fifteen to thirty 
minutes to manipulate the data and calculate a rate of return for an average 
machine replacement analysis. A savings in time of five or ten minutes is um 
important in relation to the reliability desired. 

The rate of return approach to investment profitability analysis, when cala 
lated from present worth interest tables, is as reliable a method as can be found. 
It also makes it easier for management to decide where to invest its limited 
capital for the most profitable return on investment by automatically ranking 
each proposal. It is a simple, reliable method, easily understood and very 
flexible and versatile in its applications. 


Economic Life 


The concept of economic life is the cornerstone of equipment replacement 
philosophy. It is not new in any sense of the word, but its nature is youthful 
and full of energy. The concept of economic life has two major effects on & 
placement policies: first, it points out the fact that a machine does not have to 
be old or deteriorated to be uneconomical and, second, that a machine should 
not be kept in service beyond its economic life. A machine has many lives: 
physical, tax and economic. The physical life may be twenty years, the tax life 
twelve years and the economical life eight years. Optimum equipment economy 
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requires replacement at the end of eight years or as soon thereafter as possible. 
The economic life of a machine is the period over which a machine is not 
seriously challenged by another. It is the period during which the machine is 
economically superior to any other machine. The determination of a machine's 
theoretical economic life can be shown graphically as in Exhibit 1. 

SHART OF THEORETICAL ECONOMIC LIFE 
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C= (A +B) average total owning and operating costs for "n" years 
B= Average annual operating costs for "n"' years 
A= Average annual capital retovery cost for "n" years 


* (The chart, if not reproduced accurately, has a tendency to 
confuse some readers, Phe co-ordinate values of the curves are 
more important than the shape, in this case. ) 

EXHIBIT 1 


The cost of owning and operating a machine is composed of two major ele- 
ments: ownership costs and operating costs. Ownership costs (Curve A on the 
chart) reflect the year-to-year loss in market value and the interest (assumed 
to be 6 per cent for illustration purposes) which could have been earned had 
the money been invested elsewhere. Example: A #0 automatic screw machine 
is purchased for $11,000. One year later its value on the used machinery 
market is $7,060 and the 6 per cent interest forfeited on the $11,000 equals 
$660; the $4,600 difference ($11,000 — 7,060 + 660) is the “cost of owner- 
ship” for the first year as indicated by the first point on Curve A. During the 
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second year the market value decreases by $1,776 and the interest on the 


invested at the beginning of the year equals $424 ($7,060 x 6%) for a second: 
year ownership cost of $2,200. The total cost for two years is $6,800 and the 
two-year average is $3,400 per year, the second point on Curve A. This curve ~ 
then represents the average annual cost of ownership (loss in market value and 
forfeited interest) for different periods of time. Looking at this curve alone, — 
it appears that, if the machine is kept for 18 years, it will cost an average of ; 
$1,500 a year. 

However, the costs of operating the machine must also be considered (Carve 
B). Operating costs tend to increase with age rather than to decrease as owner. — 
ship costs do. Example: for the first year the operating costs amount to $600 — 
—the cost of routine maintenance, property taxes, tax-deductible depreciation 
allowances (a savings), etc. As a machine gets older, it begins to need periodic — 
overhauls and technological advances make it even more costly to operate,” 
At the end of eight years a total of $8,000 will have been spent on the machine, 
or an average of $1,000 a year. If the machine is kept for eighteen years, the” 
cost of overhauls, lost production time, scheduling, inflexibility, and out-dated, 
slow and inefficient methods, etc., mount up to an average cost per year of 
$2,500. 

Curve C is the sum of A and B and is the total average annual cost for 
owning and operating the machine. Example: over a period of five years, the ' 
machine cost the company a total of $15,000 or an average of $3,000 a year, 
Inspection of the graph shows that, if the machine is replaced at age seven oF 
eight, it will have cost only $2,800 for each of the seven or eight years. If 
however, the machine is kept until it is eighteen years old, it will cost the 
company $4,000 a year—a $1,200 premium being paid without any increase in 
service. The economic life of the machine is seven or eight years; it is at this 
point that maximum value is received from the dollars invested. To retain the 
machine beyond this point is to dilute the return on the money invested. 

Application of the economic life philosophy is, at best, a first approximation 
of economical replacement. The true economic life of a specific machine am 
never be known except in retrospect, because it depends on cost history. es 
cal application involves the accumulation of cost throughout the lives of a 
group of similar machines and then plotting a typical cost history for the group. 
The assumption that a new machine will follow the same cost history as its 
predecessor must be exercised with caution and must be revised from year @ 
year. Usually, though, this assumption brings about a greater reliability in 
casting costs than no assumption at all. 
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A generalization can be drawn from the curves that a typical machine of 
this type should be replaced every seven or eight years. The generalization can 
be confirmed by conducting an engineering economy study to determine the rate 
of return on an investment in a new model. For the cost conditions used to 
illustrate the economic life of this machine, the rate of return on replacing the 
machine every eight years would be approximately 71/, percent. Assuming 
that a new machine could be purchased and operated for eight years at an 
average annual cost of $2,800, any existing machine that is anticipated to cost 
more than that amount next year should be replaced (assuming that the costs 
continue to rise each year thereafter). 


Profit-Maintaining or Profit-Adding 


An important facet of re-equipment economics is the differentiation between 
maintenance and expansion investments; they are different and should be evalu- 
ated differently for budget planning purposes. 

A profit-maintaining investment is made for the purpose of maintaining the 
status quo. Replacement of existing equipment which is obsolete or deteriorated, 
improving existing equipment to keep ahead of competition, purchasing new 
equipment which is essential for the continuation of existing facilities, are all 
profit-maintaining investments. The majority of re-equipment proposals are 
for the purpose of maintaining present profit levels and preventing a dilution 
of earnings. As such, re-equipment investments are not actually capital in- 
vestments but a form of “long range operating expense.” Each year management 
budgets a certain amount of working capital for factory operations—raw ma- 
terial, wages, salaries, supplies, etc. A five year re-equipmei’ “expense” budget 
should be initiated and considered a mandatory operating expense. Management 
must maintain the channels through which the profits are made, preferably at 
minimum costs. 

A profit-adding investment is made for the purpose of bettering the profit 
position of a company. These investments include purchases which provide new 
business and expansion into new fields. Instead of maintaining an existing 
profit margin, these investments normally result in larger profit margins and 
usually have a higher investment risk than profit-maintaining investments. 

Even though re-equipment proposals fall into both categories and often 
overlap, they should be considered to have about equal risk and should be 
tanked by their respective rates of return when competing for funds. A cautious 
evaluation of risk is called for in both cases before a proper decision can be 
tendered. 
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Use of the Rate-of-Return Index 


The calaulation of a reliable rate of return on an equipment replacement 
proposal is but a part of the replacement program cycle; that rate of returm 
must be correctly interpreted, a decision made, and positive action taken before 
the cycle is completed. The interpretation of when a rate of return reflects @ 
profitable venture and when it does not a matter of considerable controversy, 
Some authorities attempt to establish hard and fast rules based on the cost of 
borrowed money or on a company’s “‘rate of return on total investment.” Inag 
much as a rate-of-return index is intended to assist management in making im 
mediate decisions, whether or not it is satisfactory depends, among other things, 
on current economic conditions. Hence, a flexible set of rules is desirable, It 
of vital importance to an economical replacement program that realistic mini 
mum acceptable rates of return be written into the governing policies. 

There are actually several minimum acceptable rates of return which should 
be used and understood. They are presented as “qualification requirements” 
for an investment proposal. A profit-maintaining proposal must meet the first 
minimum qualifying rate in order to be considered for an appropriation or for 
the budget. A profit-adding proposal must meet a minimum rate of retum 
commensurate with the risk involved. The fact that a proposal qualifies does 
not insure its absolute profitability, since the availability of other profitable 
opportunities and the availability of capital must also be taken into account. Sub 
mitting all proposals which are profitable in an absolute sense better informs 
management of the total state of equipment efficiency and economy; it allows 
management personnel to make better decisions on whether capital should be 
plowed back into expansion or used to maintain existing facilities. Knowing 
the extent of “absolutely” profitable investment opportunities, management can 
then choose proposals which are profitable in a relative sense (a 25 per cent 
rate of return is “not profitable” if a 35 per cent rate of return is available and 
capital is limited). 

If all capital were “free”, then any proposal offering a rate of return after 
taxes over zero would be profitable (absolute). Capital is not free, however, 
and a premium must be paid to ‘borrow money or to issue stock. A profit 
maintaining proposal must at least earn the cost of capital to be profitable 
This is the minimum absolute acceptable rate for any proposal. The costo 
capital rate must be established with extreme caution, since the basis for came 
puting a rate of return on investment by financial accounting methods can be 
incompatible and incomparable with the basis for computing a rate in an @& 
gineering economy study. Care must be taken to compare identical units (ie 
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income/total sales cannot be used to establish a minimum standard for a rate 
of return based on the ratio: actual dollar savings/actual dollars invested). 

In the example used to illustrate the concept of economic life, it was found 
that the least expensive replacement policy for A #0 automatic screw machine is 
to replace every seven or eight years at about a 71/2 per cent return on the in- 
vestment. If a company’s earnings rate (net income/total assests) is assumed to 
be 10 per cent, there is a tendency on the part of some managers to say that a 
7 per cent return on a profit-maintaining proposal would tend to dilute the 
earnings rate. This is not true. The net effect of replacing on an economic life 
basis is to strengthen a company’s earnings rate. The apparent inconsistency 
arises out of the fact that a replacement rate of return is based directly on a 
single appraisal, while a company earnings rate is indirectly based on a multitude 
of intertwining factors, including pricing policy and sales volume. 

In addition to meeting the cost of capital requirement, a profit-adding pro- 
posal must meet the true company earnings rate on assets employed, to avoid a 
dilution of its earning power. When adding a new product line, expanding into 
new fields, or merging with another company, the entire profit picture must be 
taken into account; it is a considerably more complex proposal than the replace- 
ment of a specific machine. Consequently, the net effect of the added income 
must be carefully evaluated against the investment required to produce that in- 
come. Here, a company earnings rate provides a realistic guide to the net profit- 
ability of the venture if computed on a compatible basis with a rate of return. 
In order to be compatible, a company earnings rate should be computed after 
taxes and should reflect the ratio of net income to the market value of the total 
assets. Since the actual market value of equipment would be difficult and ex- 
pensive to determine, a reasonable approximation of the appraised value can be 
effected, using total assets after depreciation. The company earnings rate quali- 
fication for a minimum acceptable rate of return should apply only to profit- 
adding proposals. 

All proposals should meet a flexible minimum acceptable rate commensurate 
with the risk involved and all proposals are subject to the limitations of available 
capital and the merits of other competing proposals. The minimum acceptable 
rates are established by management to guide it in the budgeting of funds. 
Example: If 1959 were scheduled to be an expansion year, management might 
arbitrarily set a minimum acceptable rate of 15 or 20 per cent for all profit- 
maintaining proposals so that the less profitable proposals would be deferred 
until next year, leaving more capital available for 1959. Or perhaps the risk 
involved in entering a new field is too high for the company earnings rate to 
be a satisfactory guide. These rates are relative standards reflecting special 
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conditions and should not be confused with the absolute profitability of the 
proposal. : 

A rate of return on investment is not always what it appears to be at first 
Maximize the value received from replacement investments by investigating 
the minimum acceptable rates to see if they measure what you want them to 
measure and that they are computed on the same basis as the engineering econ- 
omy study. 


Evaluation of Risk 


The evaluation of risk is one of the most important functions of management. 
To say that a re-equipment proposal having a 40 per cent rate of return is 
automatically profitable would be misleading; a rate of return without an evalua- 
tion of the risk involved is incomplete. Once a proposal has been judged as 
offering a satisfactory rate of return, it must be submitted to management for 
risk evaluation. Purchase of manufacturing equipment does not usually have 
as high a risk factor as the purchase of a new business or general expansion 
projects. However, re-equipment proposals should be evaluated on the follow. 
ing factors: 

1. Anticipated changes in price trends. Increasing labor, materials 
and manufacturing costs favor re-equipment as do high trade-in 
values and increasing costs of new equipment. 


2. Anticipated changes in the future level of operations (volume, 
number of shifts, hours per shift, etc.). A trend toward increased 
operations is favorable to re-equipment. 

3. Availability of capital relative to the company’s demand for capital. 


4. Effect of new product developments and future product require- 
ments. 


A good economy study will abso: most of the risk related to the life of the 
investment into its rate of return. Example: Special tooling or special-purpose 
machinery would have to show a satisfactory return based on the time it is 
anticipated to be utilized. 


Planning and Budgeting 


Planning and budgeting for replacement also form an integral part of & 
complete equipment control program. Replacement of most equipment can and 
should be planned for. By applying economic life data, a five-year schedule of 
expected replacements can be established. Having this list, management ca 
budget accordingly and be fully confident that it has full control of the situa 
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tion. A replacement budget should include a definite sum to take care of all 


profit-maintaining proposals and a variable amount to take advantage of the 
big “juicy” cost reduction proposals which cannot be planned and for the 


profit-adding proposals. 


The replacement of production equipment can seldom be avoided—only 


deferred. Why not do it economically ? 


Is Your Company Ready for a Tax Supervisor? 


by RALPH W. 


kage YEARS AGO, our company 
recognized the magnitude of the 
tax problem and designated a tax 
supervisor with responsibility for all 
tax work. Surely there can be no ques- 
tion in the minds of company execu- 
tives and accountants that taxes of 
today are a far cry from yesterday, be- 
cause the day after this article is writ- 
ten some tax decision may be made or 
a regulation issued by a Federal, state 
or municipal government which will 
seriously affect the tax position of a 
company, require rearrangement in ac- 
counting procedures, or require major 
policy changes by management. Federal 
and state court records contain many 
decisions which have been rendered 
against taxpayers, varying in amounts 
from a few dollars to hundreds, thou- 
sands, and even millions of dollars. 
Conversely, of course, there are many 
decisions which have been rendered in 
favor of taxpayers. 
In the writer's opinion, manage- 
ment should begin to consider more 
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seriously the implications of unwise 
decisions which may affect the tax ex- 
pense or tax accounting procedure and 
take progressive steps toward achiev- 
ing certain desired results: 

1. Legitimate savings in taxes 
which may be effected by 
proper planning and analysis 
of each tax procedure now 
used by the company. 

2. Surveys and analyses in new 
fields of tax saving potentials. 

3. Proper tax accounting in order 
to protect a company from ad- 
ditional tax claims. 

Surely, with an item of business ex- 
pense so large—usually the largest of 
the entire business — management 
should see that the tax accounting 
job is properly administered. A tax 
supervisor is as important to proper 
administration of taxes as a technical 
man is to a company’s research and en- 
gineering program. Our treasurer dele- 
gates to one person under his super- 
vision the tax planning responsibility 






and reporting. The treasurer reviews 
and discusses with the tax supervisor 
all problems requiring managerial de- 
cisions. When the treasurer and tax 
supervisor deem it necessary, the com- 
pany’s tax attorneys are consulted for 
interpretations and opinions. In this 
manner, our tax supervisor alerts man- 
agement to possible unfavorable tax 
situations before they .occur, in order 
that timely preventive action can be 
taken. 

At present time about fifty per cent 
of the tax supervisor's time is spent on 
tax work and the other fifty per cent 
is spent on budgets and analytic work. 
Perhaps the time devoted to taxes is 
not entirely adequate but we feel that 
an attempt has been made to meet the 
problem which undoubtedly exists in 
many companies. It can be expected 
that with the growth of our company 
and, as tax problems become more 
complex, a tax supervisor will be re- 
quired on a full-time basis. The im- 
portant thing is that tax accounting as 
a separate responsibility has been rec- 
ognized by our company’s manage- 
ment. 

A company which has divisions, sub- 
sidiaries, branch sales offices, ware- 
houses, distributors, etc., not to men- 
tion the many other situations which 
bring special tax problems, such as 
depletion, export business, etc., cer- 
tainly requires more than a passing 
glance at the tax situation. It is felt 
that a tax supervisor, experienced in 
general accounting, has an advantage 
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over others, in that he will regard oe 


most every company decision or ag 
counting procedure as a challenge to 
test the tax implications involved. 

In addition to the possibilities for 
tax savings, there are other benefits to 
be derived through channeling tax 
work and problems through one pe 
son. For example the preparation of 
unnecessary tax schedules and detail 
work by the accounting department 
can be eliminated, The tax supervisor 
will request only those figures which 
are really necessary to support the 
various returns. Also proper follow. 
up on report filing and tax payments 
becomes a simple matter if only one 
person is responsible for them. 


An example of tax savings effected 
after installation of our plan is 
follows. When the Federal gasoline 
tax went to three cents a gallon several 
years ago, the average company, ak 
though concerned about the increase, 
may have failed to realize that there 
was a Clause inserted which, in effect, 
read that the additional one cent & 
refundable if the gasoline is not used 
upon the public highways. A tx 
supervisor trained in the interpretation 
of tax laws and the tax services would 
immediately react to the above mem 
tioned law by asking himself questions 
such as: 


1. Does this apply to our com- 
pany? 

. If the act applies, to what ex 
tent? 
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3. Is it worth our time to keep 
certain additional records in 
order that we may take ad- 
vantage of the opportunity for 
refund? Or should we merely 
change some of our present 
record-keeping procedures on 
gasoline used ? 


In our case, there are many gallons 
of gasoline used in machines and ve- 
hicles which never leave the premises, 
such as lift trucks, gasoline motors, 
pumps, trucks, tractors, shovels, cranes, 
mowers, light plants, chain saws, etc. 
A review of the potential savings was 
made by the accounting department 
and we are regularly filing the claims 
for refund as allowed by law. 

Other savings may be effected by a 
tax supervisor in the field of state 
taxes. A person experienced in tax 
work will find legitimate avenues of 
relief from some of the state tax laws. 
State laws and regulations are many 
and varied and a regulation in one 
state concerning a certain subject may 
not have the same meaning as a regu- 
lation on the same subject in another 
state. State income tax forms vary. 
Some states allow Federal income tax 
as a deduction in computing the state 
income. It behooves the company to 
make sure that all deductions allow- 
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able by law are reported and that in- 
come which is exempt is excluded. 
Likewise, in the field of sales taxes, 
there are potentially substantial tax 
savings. The tax supervisor should re- 
view the accounting records with ques- 
tions such as the following in mind: 
1. Are we paying sales tax on 
items purchased which should 
be exempt because they are in- 
corporated into the product? 
2. Is a transaction an Interstate 
Commerce transaction? 
Companies doing business in foreign 
countries want to take advantage of all 
available tax benefits. A tax super- 
visor will study the problems connected 
with foreign tax credits and make sure 
that his company is taking advantage 
of all the allowable foreign tax credits. 
Under the plan outlined in this 
article, it is not necessary for everyone 
connected with accounting to ponder 
the many tax services. If a problem de- 
velops, it is called to the attention of 
the tax supervisor for his recommenda- 
tions. By the same token, if a new tax 
regulation or decision comes to ‘the 
attention of the tax supervisor through 
the tax services, it is called to the at- 
tention of the treasurer or the account- 
ing supervisor to obtain maximum 
benefits. 









A Proposal to Improve Accounting Education — . 
by Certifying Industrial Accountants 
by GEORGE J. KALCIK % 





Gum YEARS AGO the first phase of study and research interest on the pat 

of the writer in the general accounting training area was set forth in an” 
article entitled “Do Our Schools Turn Out Industrial Accountants?” N. 
Bulletin, September 1951. The project seemed to be slightly in advance of 
time, if one were to judge the results from the minor amount of comment thal 
it bestirred. With the passing of a few years, the original concept seemed to 
on a substantially different complexion. In order to present the case, as it 
appears, I will do so by the process of reviewing the background of the 
factors attached to the ultimate realization of a program which would result 
the new professional title of “certified industrial accountant.” 
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The Obstacles — and the Challenges ss 


Most of the modern universities and colleges seem to adhere to a rather 
standardized alignment of subject offerings in their accounting curricula. The 
emphasis during the first two years of undergraduate attendance ; 
stresses, and rightly so, the inculcation of certain of the liberal arts and 
humanities. The struggle to elevate the standards of education in this 
is one of no mean proportions and not too often appreciated by those who 
eventually profit by the training. ; 

The gradually weakening techniques of education on the secondary leva 
during the past two decades has not made the task any easier. As a : 
where undergraduate students should be delving immediately into the higher 
levels of learning, valuable time must be expended during the first year ® 
bring them to the point at which they should have been upon graduation frog 
high school. Thus, a valuable year is irrevocably lost. This is one of the ob 
stacles to proper training that is receiving attention by those truly concerned, 
Because it entails reaching downward and below their sphere of direct influenc : 
a material degree of success should not and cannot be expected in a few short 
years. It demands concerted effort on the part of all schools to break the “loge 
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jam” at the lower levels before significant results can be realized beyond the 
secondary level. 

Another obstacle is that of lack of current teaching material—good teaching 
material that is! To author a text requires a tremendous expenditure of time 
in research, compilation, writing, editing, and publishing. The time lag is 
such that it seems that, when the text is ready for publication, it has already 
become obsolete in part. Two factors contribute to this, first, heavy teaching 
loads on the shoulders of those who have both the ability and experience to 
properly author such a work and, second, lack of financial assistance to bring 
the publication promptly into the market. Perhaps it could be resolved that 
there is a lack of recognition of the need and from this stems the tentacles of 
lack of time, lack of money, and lack of incentive; thus, no results. 

Program inadequacy should also be classified as an obstacle, not so much 
as to subject matter but as to time. In four years of study the student of 
today is expected to utilize to achieve the goal of “complete accounting train- 
ing,” he is required to select what amounts to basic training only in each of 
the accounting sub-divisions. Let this be agreed to as being or consisting of: 
techniques of record-keeping, cost accounting, financial accounting, and tax 
accounting. The somewhat inconsistent offering of governmental accounting 
would seem to properly take subordinate position. True, many educators would 
set forth additional basic elements of the accounting art as needed, but I feel 
that these are not capable of being supported by constructive argument. It 
amounts to just this: too much is attempted to be taught in too short a time! 

There is no doubt in the writer's mind that those directly concerned with 
modern educational problems are striving valiantly to create solutions for the 
obstacles stated above (not a complete listing). It is apparent on every hand 
that the impetus popularly attributed to the surge of specialized training in the 
Soviet Union is spurring our own endeavors in the same direction. This is not 
a proper stimulus. Realistically it should be activated by a universal realization 
of the general “‘soft” attitude in primary and secondary education. Many changes 
are being effected daily to achieve the goal of better preparation for specialized 
training in the arts, but it is a slow and unappreciated fight. 

But how does this affect our own small area of training—accounting? Will 
better basic knowledge and skill be sufficient in itself to bring the art up to its 
proper ‘level of professional achievement? Will such improved techniques en- 
able the student to develop a truly thorough basic skill in our present four-year 
schedules, even after such improvements are activated? Are our present texts 
and teaching methods capable of being geared to such a demand? Shall the 
improvements sought be evaluated by merely present-day needs only? Can we 


APRIL, 1959 83 





give a straight-forward affirmative reply to any of these queries—and, if 
why not? 

This is perhaps the place to comment upon the present lot of nt 
textbooks. It is self-evident that a new approach to the text-book format mus 
be sought out, and very soon! One of the more interesting practical 


along this line is that new texts should be published in loose-leaf, ring binder 


Or post type covers, with the added attraction of a revision supply 

of inserts to keep the text current. The various business information 
certainly have found this procedure both advantageous and lucrative. 
appealing angle in this suggestion is that a text-book thus could become a 

book of always-current content. Another factor that weighs heavily in its favor 


is that authors can produce a much greater volume of good new material, be 


cause they would be concerned only with small changes and additions in the 
prior publications, thus materially reducing the time demand of editing ’ 
Publication costs of “new” editions in this format should be lower and, a 
make the proposal more workable from that standpoint. 


Specialization in Industrial Accounting 


Let it be supposed that all these challenges have been met—proper prepant 
tion prior to the college level, improved texts, improved teaching techniques— 


is the program now adequate, or merely improved? The conclusion can be 
but one, that is, improved but still inadequate. It does not take too much in the 
way of observation and study to realize that such educational training must be 
augmented in still another (and entirely different) direction, or perhaps # 
could be better stated that the scope of training must be not only enlarged but 
divided anew into two segments or areas, public accounting and industria 
accounting. 

One of the principal advantages in dividing the art into two distinct na 
is that concentrated effort can then be directed to those individual accounting 
subjects which will permit the student to follow a clearly defined road towand 
a higher degree of specialized skill than that possessed by our present students 
at the time of their graduation. No longer would a student be somewhat pie 
pared to enter either field (with the knowledge that specialized advance 
would be supplied “on the job”), but he would be ready to enter into the aren 
of modern business with better basic skills, and more of them. Would not thi 
situation be welcomed by both industry and public accountants ? 

At this point, let us take the specialized path of industrial accounting. R 
must be admitted that certain elements of the complex world of business withia 
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the embrace of industrial accounting are never thrust upon the embryo account- 
ant. Where, in all of his present training code, is he exposed to such matters 
as personnel problems, union labor relations, generic term awareness (such as 
in the field of engineering and chemistry) and so on? Does he even have an 
awareness that these exist? Should he not have at least a sympathetic recognition 
of these elements in order to eventually perform his duties in a truly well- 
rounded manner? Perhaps these thoughts approach close to the idealistic— 
until one takes the time to look around and test the validity of a proposal to 
give them concrete expression. 

A specific instance might well illustrate that a definite weakness exists. 
In informal discussion before one of our meetings, a member pointed out the 
difficulty his (cost) department was experiencing in trying to complete the 
current budget estimates on schedule. He narrated vividly several examples of 
the stale-mates being encountered in the progress of the work—especially 
failure on the part of his accounting personnel to understand the colloquial 
and generally-used technical terms employed by the operating department 
supervisors. He was vehement about the apparent lack of training of his cost 
accounting staff members in the direction of wanting to learn these simple 
items of general plant knowledge. They seemed to be steeped in the idea of a 
rigid and infallible code of “it must be done according to the accounting tenets 
or it is not to be recognized at all.” The various conferences with the department 
heads and personnel were conducted in a frigid atmosphere charged with a 
not-too-well-concealed mutual contempt. He felt that this type of misunder- 
standing is completely unnecessary and that, somewhere along the path of 
accounting training and education, an awareness of the skills, experience and 
peculiarities of other professions should be recognized and given respect. 

His words left quite an impression upon the writer, indeed a lasting one! 
In the course of my public accounting practice, when confronted by the prob- 
lem of apparent failure of a prepared budget to hold up under the test of 
time, the first phase of the investigation is always directed towards the possible 
existence of this type of misunderstanding. When found to be so, the recom- 
mendation that steps be taken to educate the embattled ones to effect a better 
understanding of each other’s peculiarities and problems invariably resulted in 
a more co-operative attitude throughout the company and a big step toward 
solution of the problem. 
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Certification — A Needed Reward for Time and Effort 
As one progresses along this thought pattern, sooner or later he will come 
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to the realization that another consideration insidiously inserts itself into @ 
overall picture—time! Is the four-year type course of sufficient length to 
complish a worthwhile result with the suggested improvements? We may 
the new courses, new text-books, and a separated curriculum, but is even 
enough? The enlargement of the curriculum is desirable, but does it not f 
low that the attractiveness of the industrial accounting career diminishes 
cause the time required increases? 

With loss of attractiveness, there is possible loss of numbers entering into the 
field. The profession could be losing a sizeable percentage of potential prag 
titioners, thus defeating the prime purpose of developing increased manpe 
so sorely needed. With an accelerated pace of student learning requireme 
the time element of four years would not only become comparatively short ba 
even oppressively so. Students certainly would have to work harder, and hoy 
kindly would they take to that prospect? Further, would they sacrifice, willingly 
a greater percentage of their “fzee time” in order to reach the level we thea 
decree they must attain? Time—just how much is it worth to them andi 
their profession? Is it possible that the reward dangled before their eyes be 
comes too paltry for the efforts they will have to put forth? 

Perhaps some of the umattractiveness could be dimmed by the po 
adoption of not only the intensive and expanded curriculum in a four-year pe 
riod but increasing the term of study to five years. The additional year 
several points of appeal. It would eliminate the need for intense condensati@ 
of subjects, permit additional humanities electives, permit possible on-th 
training affiliations with business and industry, allow finer degrees of specialiag 
tion, give the student another year towards full maturity, and slow the pace 
a better learning assimilation position. 

Whether the devotion is of energy in study or of time, the incentive to 
fice to achieve a goal is very tangible to those who look to the eventual 
of being designated “‘certified public accountant.” It holds out to them a 
ise of professional standing, so nothing seems too difficult and discoura, 
comes hard. There is the fulfilment of a promise that makes all the 
seem worthwhile. 

It is the writer's contention that the same professional designation 
should and must be made available to those choosing the path of i 
accounting. Why not a designation of “certified industrial accountant”? 
designation such as this is only fair treatment of those who study along paral 
lines; it would be the final ingredient to make the accounting profession a ¢ : 
pletely integrated one; it would strengthen it as it should be strengthened 
increased numbers, higher quality, and unanimity of purpose. 


86 N A.A. BULLE ; 




















































This article recognizes that ‘‘machinery” would be needed to establish the 
degree and qualifications for it, legal and academic. Their development and 
promotion would be no small task, but who can doubt that, if the goal is de- 
sirable, the means to it can be worked out? 


Educating the Accountant 


WOULD LIKE to add my comments 

to that growing body of literature 
concerning the education of the ac- 
countant and his future. The subject 
has aroused much comment by edu- 
cators, ...ployers, and accountants, 
themselves. It appears to me that all 
of these commentators are probably in 
general agreement that the qualifica- 
tions for a successful life of service 
by the accountant are the same quali- 
fications that are required for any suc- 
cessful vocational or professional pur- 
suit, that is, an alert mind trained by 
a broad liberal arts education coupled 
with highly specialized training and 
hard work. The differences of opin- 
ion among these various commentators 
appears to lie in the area of what the 
accounting curriculum should consist 
of at the undergraduate level. 

This concern of the educator, the 
employer, and the accountant over the 
education of the accountant bodes well 
for the accounting profession. The tri- 
umvirate thus formed will ultimately 
determine the stature of the account- 
ing profession. The educator will for- 


by J. R. CARTER* 


mulate the curriculum based on a 
make-up of the demands or require- 
ments by the employer and the ac- 
countant, together with the educator's 
professional know-how as the catalyst. 
The demands or requirements of the 
employer, industry or public, con- 
notes an interest in the recognition of 
the accountant as a vital member of 
company staff—a member who can 
qualify for management responsibil- 
ity. The accountant is cognizant of 
the excellent progress which has been 
made by his relatively new profession 
and aspires to enlarge and add to that 
progress. 

The educator, the employer, and the 
accountant could formulate a balanced 
educational program as follows: The 
educator could offer a broad program 
of social studies and the humanities, 
with particular emphasis on public 
speaking, literature, languages, and 
even grammar. Here, I believe, math- 
ematics to include at least geometry, 
trigonometry, and algebra should be 
required for the benefit of the logic 
which mathematics teaches. In addi- 


* Assistant Division Accountant, Pan American Petroleum Corporation, Oklahoma City, 
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tion, the technical training offered by 
the educator might well call for only 
20 hours of accounting or at least a 
sufficiently broad coverage in account- 
ing to expose the student to the ac- 
counting fundamentals. The employer 
should expect to provide more on-the- 
job technical training of his newly- 
hired graduate accountants, for it is 
with his employer that the graduate 
accountant would probably specialize 
in some particular phase of accounting 
and here he may learn while he prac- 
tices. The graduate accountant also has 
a basic responsibility in this picture. 
He must realize that he will, in effect, 
be interning. In addition to the on- 
the-job training afforded by his em- 
ployer, he should also participate in 
either night courses or correspondence 
courses to further his technical train- 
ing. 

One of the essential ingredients in 
our educational formula for success is 
an alert mind on which to build. Here 
the accountant should concern himself 
with the responsibility of attracting 
the better high school graduates as 
undergraduate students. Some prog- 
ress has been made in this field. Most 
noteworthy of recent efforts is the 
American Accounting Association's 
publication “Young Eyes on Account- 
ing.” Also, in order to attract the 
brighter students, the accountant needs 
to sell himself as an individual and 
to do this he must have the proper 


personality and educational bade 
ground. Even today, the accounting 
profession is not getting its share of 
properly qualified students. The other 
professions, such as engineering, law, 
and medicine seem to be doing a bet 
ter job toward attracting capable stk 
dents, even though the accounting pro 
fession has as much to offer in the 
form of a challenge and financial sue 
cess as any other profession. 
Obviously a good public relations 
program between the profession and 
the layman is a necessity. This need 
is further evidenced by the manner 
in which the practitioner of acc 
is usually portrayed in most books, 
stories, and movies. He is usually pic 
tured as a person with an introverted, 
adding machine type of personality, 
In order to overcome the public’s dis 
torted picture of the accountant, the 
latter must be educated and trained 
not only to serve his profession in# 
technical capacity but also to serve his 
fellow man in civic, church, and com 
munity responsibilities. Through these 
media the accountant will not only be 
a highly respected practitioner of his 
profession, but, more and more, he 
will become the manager of tomor 
row’s business and the leader of t 
morrow’s community; he will have & 
well rounded personality, know how 
to think logically, and how to effec 
tively communicate with others. 
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Training the Junior Industrial Accountant 


by J. B. LOVELL® 


HAVE READ with interest the ob- 

servations of Messrs. M. B. Greu- 
lach and L. Rignanese on how formal 
education for the accountant can be 
adapted to meet today’s industrial 
and business needs, in their letter ap- 
pearing in the January, 1958, issue of 
the Bulletin and entitled, “Joining 
Forces in Educating the Accountant.” 
I agree with the authors that existing 
educational institutions cannot go 
much beyond the instruction of theo- 
retical accounting principles. 

As indicated in their letter, the 
problem method of teaching can give 
the accounting student some insight 
into practical situations faced by prac- 
ticing private accountants. However, 
as they mentioned, there are so many 
different accounting systems that the 
college or business school cannot ac- 
quaint the student with any significant 
representative portion of practical ac- 
counting applications. One cause of 
such variation in accounting practices 
is the diversity of opinion among ac- 
countants on the theoretical treatment 
of business transactions. Also contrib- 


uting to this situation are the many 
types of equipment available for 
processing accounting data and the 
varied requirements of management as 
to what services the accountant should 
render. 

To qualify the junior accountant re- 
cently graduated from college or busi- 
ness school, for specialized or super- 
visory accounting duties, it is necessary 
that he be exposed to all the account- 
ing practices utilized by his employer. 
It is also important to acquaint him 
with the departmental operations 
served by the company’s accounting 
department. This orientation to ac- 
counting practices will be accom- 
plished eventually through assignment 
of the junior accountant to specific 
jobs in each of the specialized account- 
ing functions, i. e., general accounting, 
cost accounting, etc. during his first 
few years of employment. However, 
in taking so long to acquaint the ju- 
nior accountant with all the practices, 
some of his potential would be lost 
because of unfamiliarity with the 


“whole picture.” 


* Accounting Trainee, Ansco Division, General Aniline and Film Corporation, Bing- 


hamton, N. Y. 
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Another way to tackle this prob- 
lem of training junior accountants is 
through a formalized on-the-job 
training program. Rotation of the 
trainee among the various accounting 
functions, with instruction and work 
assignments given by the supervisor 
of each function, will acquaint the 
trainee with accounting methods and 
give him some insight into problems 
arising in each area. Of course, the 
trainee in a program of this type does 
not “produce” as much as he would 
if assigned to a specific job. However, 
against this must be weighed the ad- 
vantage of gaining a more thoroughly 
trained accountant within a shorter 


period of time (including specific ex- 
perience after completion of the pro- 
gram). In addition, the trainee’s fresh 
approach to existing systems and -prob- 


lems may result in valuable suggestions 
for improvement during his training 
and later after assignment to specific 
duties. 

A program of this type, in which 
I am training, was instituted by 
Ansco Division of General Aniline 
and Film Corporation approximately 
two years ago. Ansco Division man- 
ufactures and distributes a complete 


line of photographic products, 
ploying approximately 3,500 at m 
ufacturing and distribution faciliti 
in Binghamton, New York, and 
branch distribution facilities in ni 
major cities throughout the United 
States, with one branch in 
For smaller companies, a formal 3 
ing program might not be as practical 
or needed. A training program ig” 
which selected junior accounting per 
sonnel “understudy” certain acco 
ing supervisors and specialists m 
best serve their needs. 

Another type of training, empleo 
by industrial organizations 
sented in this area, makes use of 
untary courses in accounting and 
lated fields offered by the educ i 
departments of these organizations. 

To meet their growing need 
highly trained accountants, industy 
and business are increasingly adopting 
training programs of some type to 
velop their own accounting perf 
nel. It has often been said, * 
is no substitute for experience,” 
a varied experience is the most | 
able. This is the kind of experi 
that can be acquired in a well 
ized training program. 





Beyond These Covers 


Books 


Cost Justification 


Herbert F. Taggart, School of Business Admin- 
istration, University of Michigan, Ann Arbor, 
Michigan, 1959, 588 pp. 


Written in the interests of “intelligent 
compliance” with the Robinson-Patman 
Act, this volume (which is No. 3 of Vol. 
XIV of Michigan Business Studies) seeks 
to “array all of the recorded instances in 
which respondents to Federal Trade Com- 
mission complaints 

attempted to defend their pricing practices 
by presenting information about their 
costs.” At least 27 cases are treated. Con- 
duding chapters concern “The Rules of 
the Game” and “Cost Justification—Where 
Does It Stand?” 


Construction Accounting and 
Financial Management 


William E. Coombs, F. W. Dodge Corp., 119 
West 40th St., New York 18, N. Y., 1958, 
481 pp., $12.85. 


Comprehensive and with three reprints as 
appendices (on a job cost system, machine 
accounting, and “conflicting” methods of 
construction accounting), this text starts 
with discernment of “basic operational pat- 
tes” and “basic accounting patterns.” 
Accounting is then treated in terms of the 
vatious operations engaged in by the con- 
tractor. 


Electronics Computers in Business 


Gardner M. Jones, Bureau of, Business and Ec- 
onomic Research, Michigan State University, 
East Lansing, Mich., 1958, 105 pp., $3.50. | 


Treated in relationship to the accounting 
function (which, itself, is the concern of 
the first two chapters) the electronic road 
to information for management is clearly 
depicted here in a virtually non technical 
approach. 
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Management Audit Reports 

James J. Hickey, C.P.A., Keomar Publications, 

Stratford, Conn., 144 pp., $20. 
This book, a case study, contains 53 man- 
agement reports covering subjects ranging 
from absenteeism to workmen’s compensa- 
tion insurance. Each report outlines the 
problems encountered in the study and the 
recommendations made by the consultant 
to reduce costs, strengthen controls and re- 
fine the system of accounting. Also included 
is a 183 point general management check 
list and rating sheet. 

Data Processing 


National Machine Accountants Association, 
Paris, Illinois, 1958, 412 pp., $10. 


Consisting of proceedings of the 1958 An- 
nual Conference of the National Machine 
Accountants Association, this volume in- 
cludes report of many specific electronic 
data processing installations and applica- 
tions. Numbered among them are “‘store- 
house material accounting with a 705,” 
“general ledger accounting for motor 
freight,” “a case study of R.A.M.A.C. in- 
stallation for inventory” and “production 
control reporting on an 1.B.M. 650 com- 
puter.” Several more general papers in-the 
data processing area, plus workshop semi- 
nars in training and planning, are reported. 


Noma Automation Bibliography 

Internal Office Management Association, Wil- 

- } sae Penna., Paper Bound, 1958, 20 
The period covered by this bibliography 
comprises the years 1953 to 1957. Articles, 
booklets and reports on office automation 
are listed in alphabetical-by-title order in 
one section, followed by a second section 
on books, similarly arranged. Each sec- 
tion is preceded by a publishers index, 
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Accounting Treads and Techaiques 

— 1958 

Aanericgs Nestene Le" See York 16 NY. 

1938, 239 pp., a1 
A twelfth edition, this “Survey of the ac- 
counting aspects of the annual reports of 
tions” presents, as in earlier editions, out- 
standing features in published financial 
statement practice, classified and detailed. 
The data relate to fiscal years ending within 
1957. 


Principles of Auditing 

Walter B. Meigs, Richard D. Irwin, Inc., 

Homewood, Illinois, Revised Edition, 1939, 

820 pp., $9. 
Only the next to the last chapter of this 
volume deals with management problems 
and only the last chapter is devoted to ia- 
ternal auditing. The book, as a whole, 
proceeds item by item through the balance 
sheet and profit and loss statement which 
independent auditors must verify. Eight 
case studies follow the expository chapters. 


Audit Practice Case 


Robert L. Grimaher and Robert E. Seiler, 
Richard D. Irwin, Inc., Homewood, Illinois. 


This case material on legal size paper is 
bound (Acco fastener) in three parte— 


ing papers,—December 31, 1958.” It in- 
volves a hypothetical Midwestern Valve 
Manufacturing Company. 


Joint Program to Improve Account- 
Ing In the Federal Government 


This is a 10th annual progress report on 
the program identified in the title, cover- 
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ing the year, 1958, and it is 


prefatorily on the joint lettechead of the 


Secretary of the Treasury, Director of the 
Bureau of the Budget and, Comptroller 
General of the United States (all Wash 
ington 25, D. C.). It is divided into g 
brief review of the 10 years of the pap 
gram, “financial management developments 
of government-wide significance” during 
1958, and reports on individual agency 
status and progress as related to the 
program. 


Evalucting and Using Business 

ladicators 

American 4 Association, 1313 

oa tes a N. Y., 1939, Paper 
Lower case completion of the title of this 
group of papers includes the words, “with 
special reference to the current economic 
outlook.” The volume is also AMA 
Report No. 25. The papers, originally 
presented at a special conference last fall, 
are twelve in number and are grouped wm 
der the headings “Evaluating and Inter 
preting the Indicators,” “Using the Indi 
cators in Industrial Forecasting” and “What 
the Indicators Indicate: Current Trends 
and Prospects.” 


Decision-Making and Productivity 


Seymour Melman, Joba Wiley & Sons, Inc. 
440 Fourth Ave., New York 16, N. Y. 


“The politics of production is the subjedt 
of this book,” which deals with worker, 
union, and management decision-making 
and their effect on productivity. A late chap 
ter concerns “alternative cost of labor and 
machinery.” Auto production provides the 
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Cost Reduction in Wire 
Communications 


Roy Stone, Christopher Publishing House, Bos- 
ton 20, Mass., Second Edition, 1959, 350 pp., 
$10. 


Largely a review (and revelation to most) 
of the technological progress in, and avail- 
able facilities suppliable by, the communi- 
cations industry, this volume has as its ob- 
jective “to bring enlightenment about the 
subject of telecommunications, the details 
of which are mot normally publicized.” 
Noting that telephone service is a monop- 
oly, the author suggests that this under- 
scores the desirability of “learning more 
about telephone apparatus and services with 
the view to reduc(ing) the annual expense 


and provid(ing) a much better grade of 


service. 


Techniques of Office Cost Control 


American Association, 1315 
Broadway, New York 36, N. Y., 1959, Paper 
Bound, 110 pp., $3. 


Some 16 addresses originally given at an 
office management conference last fall are 
included in this “A.M.A. Management 
Report Number 26.” The addresses are 
grouped under caption of “Programs and 
Practices,” “Tools and Tactics” and “The 
Role of E.P.D.: A Company Study.” The 
last-named group is further subtitled “From 
Customer Order to Annual Report: The 
Total Systems Approach to E.D.P.” 


Articles 


Translating the Business Forecast 


into a Company Program—A Case 
History 


D. R. Gilmaster, Cost and Management, Janu- 
ary, 1959, 


A rounded picture of both sales forecasting 
and action in the various cost areas to 
recognize future conditions is given in this 
article which relates to the affairs of a Ca- 
nadian subsidiary of a well-known Ameri- 
can company. A “presidential task force” 
was used in exploring cost reduction po- 
tentials, Cost analysis was freely utilized 
in appraising the situation. 


Costs and Inventory Values in the 
Glue Industry 


Moritz E. Pape, Accounting Review, January, 
1959. 


Prefacing his paper with considerable (and 
interesting) industry and company back- 
ground, the author of this article (also an 
N.A.A. author) deals with the cost factors 
which build up to inventory costs in the 
glue industry and with their assembly and 
distribution. The “by-product credit” to 
manufacturing cost is specifically treated. 
The article contains illustrative tables. 
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The Battie of the Advertising 

Budget ‘ 

Ts and A. R. McCardell, Busi- 

mess geting, January, 1959. 
This is a two-part paper in which the ad- 
are presented by Messrs. Hookey and Mc- 
Cardell, respectively. Neither article is brief 
and the two are presented in parallel col- 
umns. However, the entirety is not a debate 
but two comprehensive pictures of the un- 
derlying advertising effort and how to 
channel and proportion it with skill and 
economy. 


ADDRESSES OF PERIODICALS 


Accounting Review 
c/o Carson Cox, College of Com- 
merce, Obio State University, Co- 
lumbus 10, Obio. Single copy: $1.50 


Business Budgeting 
528 W. 12th Street 
Covington, Kentucky 


Cost and Management 
13 Walnut St., South 
Hamilton, Ont., Canada 
Single copy: 50¢ 












Simplification of Petty Cash Distribution 


by S. C. ANDERSON* 









T THE JOHNSON & JOHNSON PAR- tion submitted a suggestion that af 
ENT COMPANY OPERATIONS at petty cash distributions be obtai 
New Brunswick, New Jersey, expend- through tabulating equipment. 
able petty cash expenditures exceed tigation indicated that the hand ¢ 
$100,000 per year. These expenses are cal summarization was more econ¢ 
carefully controlled through rather cal than a tabulating operation. Th 
strict limitation of approval authority investigation did, however, high ig 
and, under former procedure, were dis- the clerical and tabulating costs bei 
tributed to applicable codes under the expended to distribute many th 
company’s chart of accounts, which sands of petty cash vouchers. Wert 
has provision for 99 expense tail these costs justified? This was 
codes. These codes are used to dif- next question. 
ferentiate the various types of ex- Further investigation revealed the 
penses, such as salaries, payroll taxes, the six per cent of the dollar v 
supplies, travel, miscellaneous, etc. was being charged in small 
With the exception of about six per to hundreds of mechanical jobs. C 
cent of the dollar volume, the account- the balance of 94 per cent of the : 
ing distribution had been made lar volume, 85 per cent was 
through clerical summarization by charged to four expense tail 
hand. The other six per cent, which (travel 44 per cent, miscellaneous 2 
consisted of charges to mechanical per cent, professional services 14 per 
jobs, was integrated into a tabulating cent, and supplies 5 per cent). The 
operation which provided tabulated remaining 9 per cent was being dis 
reports of material purchases, mechan- tributed in small dollar amounts to 2 
ical stock requisitions, and labor and different expense tail codes. The st 
burden expended on repair and main- ation was further complicated by te 
tenance jobs. fact that each of the different expent® 
An accounting clerk who was re- tail codes could appear in as many # 


sponsible for the petty cash distribu- 100 departmental expense accounts,” 
a 






























* Assistant Controller, Johnson & Johnson, New Brunswick, N. J. 
94 N.A.A. BUL 
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We reasoned that we were gaining 
nothing from the distribution of the 9 
per cent because of the small dollar 
amounts. We determined that the 14 
per cent being charged to professional 
services was in one department only 
and presented no distribution prob- 
lems. The 44 per cent for travel was 
primarily automobile mileage charges 
for travel between various Johnson & 
Johnson locations within a radius of 
ten miles and day trips to such areas 
as New York City. The 5 per cent 
for supplies was so spread among de- 
partments that the amounts by depart- 
ment were very small. All the above 
facts seemed to indicate that the cleri- 
cal and tabulating costs being ex- 
pended to distribute petty cash were 
not producing worthwhile results. 

We eliminated the tabulating cost 


by the simple expedient of issuing in- 
structions that no petty cash voucher 
should be coded to a mechanical order. 


We obtained departmental acceptance 
that all such charges should be coded 
to the petty cash voucher maker's 
home department. In most instances, 
the accumulated mechanical job charges 
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had ultimately been charged to the 
maker's home department so that the 
only change was to charge the de- 
partmental account direct. The sum- 
mary of mechanical job costs no longer 
includes the petty cash purchases; how- 
ever, the amounts are too small to have 
any effect in analyzing or controlling 
mechanical order costs. 

A final step in greatly reducing the 
clerical time in petty cash distribu- 
tion was to establish a separate ex- 
pense tail code for petty cash. All petty 
cash expenditures are to be charged to 
this expense tail code with the proper 
departmental designation, with a very 
limited number of exceptions such as 
the professional services previously 
mentioned. 

In addition to effecting clerical time 
reduction, we believe there will be a 
definite advantage to department 
heads in the reporting to them of all 
petty cash in one account. In this way, 
they can evaluate the impact of petty 
cash on their operations and take steps 
to curtail it in those instances in which 
it seems to be out of line. 





